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Fiscal 2004 was a year in which Oriental
Financial Group redefined its business philas-

_ ophy more sharply and refined its high-touch -

service culture to add substantiat value for its
customers and shareholders.

We turned in anather record-breaking year in
net income for the 12-month period ended
June 30, 2004, reaching $63.6 million, an
increase of 24.0%, from $51.3 million a year
earlier. Earnings per common share (fully
diluted) also rose beyond expectations to
$2.78, up 15.4% from $2.41 in the previous
fiscal year. (See accompanying charts).

Record Earnings & A Stronger
Capital Position

That earnings record was achieved even as
Oriental improved its capita! position through
the Group’s March 2004 secondary offering of
common stack, which raised $51.5 million,
and the issuance of new preferred stock in
September 2003, which raised $33.1 million.
The new dividend paid on the preferred
stocks and the addition of 1,995,000 shares of
common stock diluted per share earnings in
fiscal 2004 by $0.14, which would have
brought per share earnings growth to 21.2%
for the fiscal year.

We regard the short-term trade-off of some
per share earnings growth in order to expand
our capital position to have been the right
course of action to achieve even stronger
long-term growth. Qur enhanced capital posi-
tion means that Oriental is ready to take
advantage of growth opportunities and build
its core competencies as a bank and financial
institution that identifies and satisfies the
needs of its clients. We are poised to aggres-
sively grow our banking services and fuel the
growth of the organization.

José £ Ferndndez
Chairman, President & Chief Executive Officer




Carving Out a New Niche

We focused particular attention on carving
out a new niche for ourselves during fiscal
2004 in what we saw as an under-served
market segment, where our experience and
expertise would be most valuable.

We found that professionals — doctors,
lawyers, accountants and the like — can be
very successful in their practices, but may not
have the time to properly plan and manage
their business and personal finances. The
same holds true for small and medium-sized
business owners, who are often so involved
with day-to-day operational considerations
that they cannot devate the necessary time to
long-term financial planning for their busi-
ness, themselves and their families.

As the recognized leader and pioneer in pro-
viding the most diverse and valuable package
of retirement investment vehicles in Puerto
Rico, including IRAs, 401(k), Keogh and annu-
ity programs, Oriental was already serving
this market segment on one important level.
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The addition of Héctor Méndez to our tap
management team as Senior Executive Vice
President for Treasury and Finance further
strengthens our ability to realize growth in
the investment banking area. Mr. Méndez is a
recognized leader in the field of asset man-
agement in Puerto Rico. He brings a wealth of
experience in both public and private finance
as a former President of the Government
Development Bank for Puerto Rico and the
prime mover of various private asset manage-
ment operations throughout his long and suc-
cessful career,

In order to expand that service to cover the
entire financial spectrum, Oriental continued
10 recruit the necessary specialists with the
experience to aggressively mest the needs of
clients. We augmented the senior manage-
ment team that was established in fiscal
2003, bringing in experienced people with
special skills in strategic planning, commer-
cial and consumer banking, trust services and
investment and financial planning.

Qur business plan already emphasized the dis-
cipline of satisfying the total financial objec-
tives of our clients by building relationships
across product lines. That discipline was driv-
en by the Oriental Way sales and service cul-
ture change that provided the framework for
greater efficiency in delivering services.
Established in fiscal 2003, the Oriental Way
continued to improve performance throughout
the organization over the past 12 months,
because of the investment made in new tech-
nologies, training, skill enhancement and moti-
vation to achieve success.




Major Accomplishments

The successes were manifold during fiscal
2004 and they were highlighted by the
following major accomplishments, just to
mention a few:

¢ A 46.3% jump in commercial lending,
almost totally secured by real estate, to $56.4
million, reflecting the emphasis on serving the
financial needs of professionals and small
and medium-sized business owners.

oA 46.1% increase in stockholders’ equity,
which reached $294.7 million, compared to
$201.7 million in the previous fiscal year.

» A 10.8% increase in return on equity (ROE),
which climbed to 34.64%, against 31.33% in
fiscal 2003.

(riental led all Puerto Rico banks and was
among the top ten nationally in ROE for the
second consecutive year, as reported by the
ABA Banking Journal in June 2004.

Total financial assets managed and owned
grew to $6.4 billion with bank assets showing
the largest increase, up 22.5% to $3.7 billion.

Serving Professionals &
Business Owners

Qur ability to continue to attract assets at an
accelerated pace demonstrates the sound-
ness of Oriental’s business development and
marketing strategies, which cancentrated on
expanding our banking and financial service
franchise with highly appealing new products,
such as the Preferred Plan banking and the
Oriental Wealth Management (OWM) finan-
cial planning programs, that integrate our
well-established business lines.

Launched in December 2003, the Oriental
Preferred Plan of loans and other banking
services for professionals only began to show
results in the second half of the fiscal year
and we anticipate that its growth will be even
more significant as we further penetrate this
market in the months ahead. Started as a
pilot program, Oriental Preferred is now avail-
able at all branches.

Likewise, the OWM program, which was
Jaunched at the beginning of June 2004, is
expected to add substantially to our ability to
serve the special financial needs of profes-
sionals and business owners. OWM provides
total wealth management and asset protec-
tion through financial and estate planning,
investment management and trust services,
which are delivered by highly experienced
relationship officers, who work closely with
gach client.




Greater Revenues, Controls
& Efficiency

The results from these new products and the
targeted marketing thrust began to show
great promise in the fourth quarter of fiscal
2004 and they contributed to the improvement
in both interest and non-interest income for
the 12-month period.

Net interest income, after provision for loan
losses, climbed to $87.2 million in fiscal
2004, compared with $74.4 million a year
earlier, an increase of 17.2%. Total non-inter-
est income alsc rose by nearly 18%, reaching
$46.0 million in fiscal 2004, compared with
$39.0 million in the previous fiscal year. Non-
interest revenues from both banking and
financial services increased by more than
20%, respectively, reflecting the success of
the solutions we are offering the market, as
well as the improvement in equity markets,
increased underwriting activities and fees for
trust services.

At the same time, we finished the fiscal year
with tighter controls over non-interest
expenses, and reduced net charge-offs to
average loans outstanding, which indicates
the quality of our loan portfolio. In spite of
the greater emphasis on commercial and con-
sumer lending, Oriental continues to maintain
the most prudent credit guidelines.

Oriental also improved its efficiency ratio for
the full fiscal year to 49.63% from 51.35% in
fiscal 2003. That improvement was accom-
plished because of the successful efforts to
control expenditures in the second half of fis-
cal 2004, which somewhat offset higher
expenditures for human resources, technology
and marketing in the first half of the year.

Investing in the Future

The efficiencies and controls that are now in
place and others that may be instituted in the
months ahead will be very important to maxi-
mizing our growth potential and operational
leverage in fiscal 2005 and beyond.

An important step forward in that regard is
the new headquarters building that we look
forward to occupying by March 2006.
Construction has started on the Qriental
Group Tower, a 15-story, $38 million building
at the Professional Office Park in San Juan,
where Oriental will be the anchor tenant.

The new headquarters will house all non-
branch staff members under one roof, where
the latest technologies will be applied to the
delivery of banking, investment and mortgage
services. The economies that the integration
of administration and support services will
facilitate are expected to improve efficiency
and advance our operational and marketing
strategies. Teamwork will be enhanced as
well because of the structure and layout of
facilities that will improve the flow of people
as they carry out tasks.

Oriental also will use its capital strength

to invest wisely to expand its banking and
financial services franchise for future growth,
Immediately, plans call for the opening of at
least two new branches in the greater

San Juan metropolitan area and the remodel-
ing of two existing branches to incorporate
the personalized atmosphere of financial serv-
ice centers.

Furthermore, as we put our capital to work for
greater growth over the coming months, we
anticipate that per share earnings will contin-
ue to grow throughout fiscal 2005. The asset
and liability management strategies we have
in place can handle a higher interest rate
environment and we will maintain our high
credit standards and strict cost cantrals to
counter any negative impact.

We, therefore, enter our 40th Anniversary
year with high expectations and complete
confidence in the ability of Oriental Financial
Group to fulfill the financial objectives of its
clients and shareholders to achieve greater
growth through the application of dramatic
new approaches to hanking and financial
services, not just for the immediate future,
but for a lifetime.

The next 40 years will see a new generation
of clients and shareholders join our estab-
lished core of supporters, who have come to
expect innovation and growth from doing their
banking and financial business the QOriental
Way. We are confident that they will not be
disappointed by the results as we mave for-
ward with our growth strategies.

Sincerely,

o Cotie fua

José Enrique Fernéndez,
Chairman, President & Chief Executive Officer







The operating philosophy embodied in the
Oriental Way is based on building relation-
ships to serve the total banking and financial
needs of our clients. The Customer Bill of
Rights Oriental put forward in fiscal 2003
established the entitlements of our clients
and the framework for fulfilling those rights.

This was the first time a financial institution
in Puerto Rico had openly and publicly
acknowledged the rights of its customers,
challenging everyone at Oriental to do the
best job possible by taking the initiative,
reaching out to know our clients and their
financial needs.and going that extra step to
help them achieve their goals. During fiscal
2004, we make those rights our calling card
for doing business, part of what defines how
we serve our clients better and the reason for
choosing Oriental over traditional banks.

The unigueness of the Oriental Way among
banks in general was recognized in a
feature article in the ABA Banking Journal in
April 2004.

Our goal was to distinguish Oriental by offer-
ing superior products that address the special
financial requirements of our targeted market,
backed by excellent service and flawless exe-
cution that can build long-lasting relation-
ships with our customers.

The process of achieving that goal required
the entire organization, from top to bottom
and bottom up, to buy into the culture change
articulated by the Oriental Way. In order to
carry out that process Ganesh Kumar was
recruited to fill the new post of Executive Vice
President for Strategic Planning. Mr. Kumar
contributed significantly to formulating the
Oriental Way concept. As a member of the
executive team, his current responsibilities
involve establishing the human capital, tech-
nologies and skills necessary to bring Oriental
to the next level of growth.

Oriental sees that growth coming from an
integrated approach to serving professionals
and the middle market businesses on the
island that can benefit most from relation-
ship-based banking and financial solutions.




Our relationship officers are prepared-to pro-
vide unparalleled personal service to our cus-
tomers by playing an active role in their finan-
cial planning. Training and team-building
techniques are employed on an on-going
basis to constantly imprave the client-service
capabilities at all of our branches. As a result,
the right mix of banking and financial sclu-
tions are applied to respond to our customers’
actual needs.

A New Symbol of Growth
on the Horizon

Oriental enters the first phase of its next gen-
eration of growth with a clear vision of where
it is going and how it will get there. Its new
headquarters facility, currently under con-
struction, will stand as & symbal for that jour-
ney. More importantly, it will also be the
nerve center for accomplishing those goals,
bringing together the administrative and oper-
ational support for the Oriental Way.

The consclidation of management and sup-
port functions under ane roof as an anchor
tenant, however, provides a win-win situation
in that it will lower overall occupancy costs
and give Oriental a significant visual presence
at a major metropolitan San Juan crossroads
with easy access for clients and employees
as well. The move, therefare, is a significant
step forward in Oriental’s 40-year history; a
departure from the past that will project the
strategies of the Oriental Way into the future.

Unsurpassed Customer
Satisfaction

Such awareness is growing steadily and we
are encouraged by the high leve! of customer
support for our banking and financial solu-
tions as expressed in the fatest satisfaction
survey conducted in 2004. The survey, which
polled over 2,000 customers throughout
Puerto Rico, found an 89% overall customer
satisfaction rate and 33% of those polled
continue to use Qriental as their primary
banking institution. Most importantly, those
who would refer doing business with Oriental
to a friend went up to 92% in 2004 from
90% the year before. Client satisfaction
improved in all major categories from one
year to the next.

There is still room for further improvement
and we are striving for 100% in all categories
of customer satisfaction as we move to the
next level of growth.










Oriental is hitting a new mark in banking in
Puerto Rico by placing the total financial
needs of its clients ahead of all considera-
tions and zeroing in on a segment of the mar-
ket that can best be served by its brand of
personalized, relationship-based, services.

As a result, commercial loan production grew
to $56.4 million in fiscal 2004, an increase of
48.3% over the previous year, reftecting the
initiative to gain market share among profes-
sionals and small to medium-sized business
owners, as well as our participation with
other lending institutions in commercial real
estate loans. Bank service revenues also
showed a healthy increase, up 20.1% to §7.2
million in fiscal 2004 as a result of greater
fees on deposit accounts, bank service
charges and commissions.

Those services are primarily being directed to
meeting the commercial and consumer bank-
ing needs of professionals and small to medi-
um-sized business owners, who may require
expert hands-on assistance with their busi-
ness and personal financiat planning.

(riental has had a long history of meeting the
needs of such clients through its various
retirement investment programs. QOriental was
the first bank in Puerto Rico to offer a diversi-
fied [RA program 20 years ago. Today,
Oriental holds approximately 33% of the IRA
market on the island and is the leader in pro-
viding Keogh plans for self-employed individu-
als. This strong position as a retirement
investment provider established a natural
base for offering broader banking and finan-
cial planning solutions to this growing market
segment.

Our Preferred Customers

The tremendous success of the Oriental
“Amiga” free checking account with overdraft
privileges, clearly established the importance
of packaging services to fit the needs of
clients in order to develop and maintain last-
ing relationships. The “Amiga” account con-
tinues to be a primary attraction in our efforts
to build client relationships and it contributes
significantly to growth in fee income as well.

Using that model for success, we developed a
comprehensive banking program called
Oriental Preferred, which integrates a com-
plete line of banking and financial preducts,
including commercial loans, mortgages, finan-
cial planning, investments, insurance, credit
cards and deposit accounts. Oriental Preferred
is geared to the needs of professionals and
small and medium-sized business owners.

Most importantly, our Oriental Preferred
clients have access to our experienced
Relationship Officers, who work closely with
all clients to deliver the right mix of solutions
to satisfy their particular banking and finan-
cial requirements.

Oriental Preferred was introduced to the mar-
ket in December 2003 on a pilot basis and

it is now available throughout the branch net-
wark, because of its potential to attract

new customers and expanding the business
relationships of existing clients. By increasing
the number of clients who are using Oriental
for multiple banking and financial solutions,
Oriental Preferred can make a valuable contri-
bution to diversifying our loan portfolio

and producing greater fee income for services
rendered.
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Expanding Customer Service
Centers

The volume of such business will increase
substantially as we expand our network of
branches in strategic business areas. The dis-
tribution of Oriental services and products is a
top priority as we move forward. During fiscal
2005, we will add at least two new branches
at key locations in the greater San Juan met-
ropalitan area, where we have identified sig-
nificant potential for new business develop-
ment, using the Oriental Way's marketing and
client-service approaches.

These branches wilt employ the open, inter-
active functionality of our latest financial cen-
ters for the convenience of our clients and
serve as the focal point for bringing together
the specialists who can address the particular
needs of those clients. In addition, at least
two existing branches will be remodeled dur-
ing the next several months to provide the
same kind of highly effective client-service
environment.

The expansion of such high-touch facilities
will have great appeal to the busy profession-
als and business owners we are cultivating.
We, therefore, expect continued growth from
our commercial and consumer banking fran-
chise in the months ahead as the full impact
of our marketing strategies directed toward
this market segment creates greater aware-
ness of the advantages of banking the
Oriental Way.
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Superior Mortgage Lending

Residential mortgage lending remains the
largest share of our total loan portfolio and
we continue to place emphasis on providing
the most efficient and cost effective
approaches to home financing in the market.
During fiscal 2004, we established “Puertas
Abiertas,” an open door commitment to
licensed real estate brokers and agents, invit-
ing them to use Oriental for their own busi-
ness and personal banking and financial
needs and to use the facilities at our mort-
gage centers to serve their clients better.

0

“Puertas Abiertas” provides brokers and
agents with access to the many seminars,
workshops and events organized by Oriental
to keep the market informed about the latest
developments in real estate financing, as
well as exposing them to new techniques in
building and satisfying their client base.
Realtors also are eligible to take advantage of
the many benefits of the Oriental Preferred
program as well.

This direct link with professional real estate
agents around the island further streamlines
the process of buying or refinancing a home
at Oriental, which is an integral part of the
privileges we extend to our clients under
their Bill of Rights. The alliance reinforces
the one-stop shopping aspect of dealing with
Oriental’s trained and qualified Mortgage
Relationship Officers, who take each mort-
gage loan from application through to closing.

A key component in providing prospective and
existing homeowners with the best possible
level of service is our ability to adjust rapidly
to market conditions. That flexibility enabled
us to moderate mortgage loan production
somewhat during the fourth quarter of fiscal
2004 as we adjusted to higher interest rates.

That temporary adjustment in our business
plan resulted in a 7.5% drop in residential
mortgage production, which totaled $330.0
million at June 30, 2004 and lower mortgage
banking revenues. In spite of the higher inter-
est rate environment expected in the mort-
gage market in Puerto Rico, Oriental is regain-
ing momentum in mortgage loan production.




INNOV ement &

vative Wealth Manage

Asset Proteect

QOriental Wealth Management (OWM} is a
leading-edge financial services solution that
brings relationship building to a new level of
sophistication for professionals, growth-ori-
ented enterprise owners and individuals seek-
ing to accumulate and protect wealth, who
have special financial needs that cannat be
met with cookie-cutter banking products.

Launched by Oriental Financial Services, our
investment broker/dealer subsidiary in con-
junction with our newly expanded Trust
Division as fiscal 2004 was ending, the poten-
tial of the OWM program as a catalyst for
bringing together all of Qriental’s financial
planning resources for the benefit of clients is
yet to be realized.
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The addition of Jose Gabriel Diaz, Esq. as
First Senior Vice President and Executive Trust
Officer was important to that expansion
process. Mr. Diaz has extensive experience in
the field of trust services and is a former
chairman of the Trust Committee of the
Puerto Rico Bankers Association.

He has been instrumental in developing this
hands-on financial management and asset
protection program, which has drawn a highly
favorable initial response. The personal atten-
tion of our experienced relationship officers,
who take clients through a process to deter-
mine their total persona! and business finan-
cial assets and their objectives for the future
is especially attractive to clients. OWM spe-
cialists are also warking closely with our
commercial, consumer and mortgage banking
relationship officers at the branch level to
make certain that potential clients are being
reached.




The OWM relationship officers provide the
necessary coordination and expertise to struc-
ture and execute a highly effective program
tailored to the particular financial objectives
of individuals, families and businesses at the
various stages of development. That process
will include the allocation of assets among
the right mix of investments, whether they
are managed accounts; individual stocks,
bonds and mutual funds; or Oriental’s popular
proprietary funds, developed for the specific
needs of the Puerto Rico market.

Once an asset protection and investment
strategy is selected by the client, the OWM
specialist continues to be available on a regu-
lar basis to review results as reported in the
monthly income statement and balance sheet
of holdings and to suggest adjustments as
may be required. The process, therefore, is
on-going, assisting the client in the accumula-
tion of wealth and its protection from one
generation to the next.

Building On Our Lead in Trust &
Retirement Investment

Oriental is a recognized force in trust and
retirement investment in Puerto Rico, where it
has built a commanding position as the mar-
ket leader in terms of product innovation,
diversification and performance. The
Diversified Growth IRA, for example, contin-
ued to out-perform traditional IRAs by a sub-
stantial margin during fiscal 2004.

The DGI, which had a total return of 88.9%
for the last 10 years, ending on June 30,
2004, is one of 11 IRA products offered by
Oriental, including the Master {RA, which pro-
vides clients with the flexibility to designate
their IRA contributions among the various
products available for the different stages of
asset growth and protection.

This touchstone program of asset allocation is
expected to continue to contribute to the
expansion of the trust and retirement invest-
ment operations, which will benefit from the
increase in the limit on IRA annual contribu-
tions for the 2004 taxable year. IRA contribu-
tions can grow by $1,000 to $5,000 per indi-
vidual and $10,000 per married couple filing
jointly. The new limit represents a significant
potential increase in the dollar volume of new
IRA accounts.

17







Furthermore, by vesting administrative
responsibility for the 401{k) and Keogh pro-
grams managed by Oriental to Caribbean
Pension Consultants {CPC), the expanded
trust division can concentrate more fully on
growing the full range of fiduciary services
it has offered since inception, which provide
- significant opportunities to attract greater
fee income.

CPC has been in business for mare than

25 years and is a leader in its field with over
$400 million in private pension plan funds,
which it administers for various managers
throughout the country. The subsidiary,
acquired in January 2003, is based in Boca
Raton, Florida, where it specializes in the
administration of 401(k) and Keogh plans in
Puerto Rico, the United States and the
Caribbean.

CPC represents an important foothold in a
new market for Oriental that will eventually
lead to other business opportunities that
we are prepared to capitalize on as they
materialize.
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Growth in

Financial Services

Oriental Financial Services (OFS), our invest- OFS also is spearheading efforts to present
ment broker/dealer subsidiary, brings an an appropriate mix of financial and invest-
important dimension to our ability to serve ment solutions to the bank's commercial and
the total financial needs of our clients. As the  consumer clients, while introducing its exten-
first Puerto Rico bank to establish a full serv-  sive client base of investors to the broader
ice investment brokerage operation, Oriental hands-on banking services of Oriental. As a

pioneered the integration of banking and result, OFS has laid the ground for expansian,
investment objectives as a sound and valu- seeking to double the number of licensed
able approach to overall financial planning. investment brokers and substantially increase

outlets for its insurance products.
We gained acceptance for the phrase “invest-
ing is the best way to save” and introduced a  This cross-selling initiative, working in con-

generation to the advantages of investing. junction with banking relationship officers, is
Today, OFS provides a broader range of finan-  producing greater growth for OFS from its
cial services, inctuding its high performance investment brokerage and insurance sales.
mutual fund, the Puerto Rico Growth Fund, Our goal is to have financial planning and
and other investment vehicles, as well as insurance advisors dealing with clients from
insurance and investment banking services. every branch and thoroughly cultivating third

tier outlets through CPC and other alliances.
The alliance with Bank of America NA and
Banc of America Securities LLC in the under-
writing of debt issues has proven to be anoth-
er valuable resource, which can serve the
growth of our middle market professionals
and business owners through the structuring
of refinancing, private debt and equity capital
market offerings. During fiscal 2004, our
investment banking unit managed or co-man-
aged the issuance of $7.8 billion in public and
private debt, $693 million of which were pri-
vate financings.

itions)
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We have always considered service to the
community to be an individual commitment 1o
be carried out according to anes own inclina-

tion, without regard far recognition or reward.

As such, the management and staff of
Oriental serve in various capacities on the
boards of directors and volunteer committees
of many worthwhile charities, community
action groups and civic organizations.

Providing educational opportunities to as
many young people as possible is a particular
commitment of the members of the Board of
Directors and Executive Committee, who are
involved with University of the Sacred Heart
Exceptional Students Fund, which provides
supplemental economic assistance to stu-
dents with high academic potential but limit-
ed economic means. Since its inception in
1994, almost 400 students have qualified for
this program and nearly 120 of them have
been honor roll graduates.

Oriental volunteers are also involved in the
effort to assist the residents of Barriada
Cucharillas in Barrio Paimas of Catafio, a
poverty stricken neighborhood, where vari-
ous programs are working to improve the
community.

In addition, the majority of Oriental employ-
ees voluntarily contribute to the many worth-
while organizations supported by the

United Way of Puerto Rico through their
donations at work.

Through the years, no one has been more
active in responding to the needs of the com-
munity than José Enrique Fernandez, our
Chief Executive, and his contributions over a
lifetime earned him internationally-recognized
acclaim in June 2004.

In 1972, United Way of America created the
Alexis de Tocqueville Society to recognize
people who have rendered outstanding serv-
ice as volunteers in their own communities or
on a national level, through the presentation
of a national Alexis de Tocqueville Society
Award. Mr. Ferndndez was the recipient

of the 2004 Alexis de Tocqueville Award for
Puerto Rico for his lifelong contributions to
his community.










Board of
Directors
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Carlos Souffrent, Esq., Secretary; Capital Partner, McConnelf Valdés

Francisco Arrivi, President, Pulte Homes international Caribbean Corp.
Julian Inclan, President, American Paper

Miguel Vazquez Deynes, Former President & Consultant, Triple S
Efrain Archilla, President, Yunque 93 Radio

Diego Perdomo, CPA.

José E. Fernandez, Chairman

Emilio Rodriguez, President, Aimacenes Rodriguer

Alberto Richa, PE., Director Development Office, Empresas Fonalledas inc.
Dr. Pablo 1. Altieri
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1 Héctor Méndez
Senior Executive Vice President Treasury, Finance & Asset Management

2 José E. Fernandez
Chairman of the Board, President & Chief Executive Officer

3 Ganesh Kumar
Executive Vice President, Strategic Planning

4 Carlos J. Nieves, CPA

Senior Executive Vice President & Chief Operating Officer of Oriental Financial Services

5 Norberto Gonzalez, CPA

Executive Vice President Risk Management & Acting Chief Financial Officer

6 José Rafael Fernandez
Senior Executive Vice President & Chief Cperating Officer

7 Néstor Vale
Senior Executive Vice President, Banking Division

8 José Fernandez Richards
Executive Vice President & Chief Marketing Officer




_-Officers
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José E. Fernandez
Chairman of the Board, President and
Chief Executive Officer

José Rafael Fernandez
Senior Executive VP & Chief Operating Officer

Héctor Méndez
Senior Executive VP Treasury,
Finance & Asset Management

Néstor Vale
Senior Executive VP Banking Division

Carlos J. Nieves, CPA
Senior Executive VP & Chief Operating Officer
Oriental Financial Services

Ganesh Kumar
Executive VP Strategic Planning

Norberto Gonzélez, CPA
Executive VP Risk Management &
Acting Chief Financial Officer

José Fernandez Richards
Executive VP & Chief Marketing Officer

Bill Hummer
President Caribbean Pension Consultants {CPC)

Marcial Diaz
Executive VP Mortgage Sales

José Gabriel Diaz, Esq.
First Senior VP & Executive Trust Officer

Frederick Rodriguez
Senior VP Assistant Treasurer

Milton Jiménez
Senior VP Information Technology

Vanessa Gonzalez
Senior VP Human Resources

Patrick Dunn
Senior VP Operations Principal
Oriental Financial Services

Luis Alejandro, CPA
Senior VP Internal Auditor

Rubén Rodriguez
Senior VP & Sales Manager
Oriental Financial Services

Elmer Garrastazu, CPA
Senior VP Financial Planning and Reporting

Juan José Santiago, CPA
Senior VP IRA & Keogh Trust Officer

Rafael Cruz, Eng.
Senior VP Channel Development

Juan D. Berrios, Esq.
Senior VP Mortgage Operations

Francisco Portero
First VP Commercial Banking

Carlos Vivaldi
First VP Branch Administration

Sean Miles
VP & Sales Manager
Oriental Financial Services

Juan Albors
VP & Managing Director investment Banking

Bienvenido Gonzalez
VP Training & Development

René G. Colon
VP Quality Customer Service

Elizabeth Ramos
VP Consumer Credit

Héctor Banchs
VP Chief Underwriter

Rafael Alvarez
VP Regional Manager Banking Division




Oriental Financial Group Inc.

Selected Financial Data

Five year period ended June 30,2004 (In thousands, except for per share data)

[EARNINGSS 200 2003 AR 200 am ]
Interest income $164,385 $151,746 $141,695 $120,344  $126,226
Interest expense 77,174 77,335 82,695 91,281 81,728

Net interest income 87,211 74,411 59,000 29,063 44,498
Provision for loan losses 4,587 4,190 2117 2,903 8,150
Net interest income after provision for loan losses 82,624 10,221 56,883 26,160 36,348
Non-interest income 46,034 39,039 31,250 20,383 23,674
Non-interest expenses 59,432 53,656 48,962 39,228 40,348
Inceme before taxes 69,226 55,604 391N 1315 19,674
Income tax benefit {expense) {5,577} {4,284) {720 1,318 {108}
Income before cumulative effect of change in accounting principle 63,649 51,320 38,451 8,633 19,566
Cumulative effect of change in accounting principle, net of tax - - - (164) -
Net Income 63,649 51,320 38,451 8,469 19,566
Less: dividends on preferred stock (4,198) (2,387) (2,387) {2,387) {2,387)
Net income available to common sharehalders $59,451 $48,933 $36,064 $6,082  $17,179

{PER SARE AN DATE: ]
Basic EPS before cumulative effect of change in accounting principle $2.92 $2.56 $1.91 $0.33 $0.89
Basic EPS after cumulative effect of change in accounting principle $2.92 $2.56 $1.91 $0.32 $0.89
Diluted EPS before cumulative effect of change in accounting principle $2.18 $2.41 $1.82 $0.32 $0.86
Diluted EPS after cumulative effect of change in accounting principle $2.78 $2.41 $1.82 $0.31 $0.86

Average common shares outstanding 20,359 19,136 18,853 18,970 19,341
Average potential common share-options 989 1,200 950 344 568
Average shares and shares equivalents 21,348 20,336 19,803 19,314 19,909
Book value per common share $10.30 $8.66 $7.02 $4.23 $4.39
Market price at end of year $27.07 $23.36 $18.44 $12.56 $9.55
Cash dividends declared per common share $0.56 $0.49 $0.42 $0.40 $0.40
Cash dividends declared on common share $11,425 $9.415 $7.840 $7.533 $7.651

(1) Per share related information has been retroactively adjusted to reflect stock splits and stock dividends, when applicable.

!m (asfoifunel30!3 2004 2003] 2002 2003 2000} 7
Trust assets managed $1,670651 $1,670,437 $1,382,268  $1,444,534 $1,456,500
Broker-dealer assets gathered 1,051,812 962,919 1,118,181 1,002,253 914,900
Assets managed 2,722,463 2,633,356 2,500,449 2,446,787 2,371,400
Assets owned 3,725,695 3,040,551 2,485,393 2,033,706 1,847,564
Total financial assets managed and owned $6,448,158  $5,673,907  $4,985,842  $4,480,493 $4,218,964
Investments and loans
Investments securities $2,846,750 $2,232,330  $1,757,435  $1,459,991 $1,179,484
Loans and leases {including loans held-for-sale), net 743,456 728,462 576,770 462,579 597,273
Securities and loans sold but not yet delivered 47,312 1,894 71,750 14,108 -

$3,637,618  $2.962,686  $2,405.955 $1,936,678 $1,776,757
Deposits and Borrowings
Deposits $1,024349 1,044,265 $968,850 $815,538  $735,041
Repurchase agreements 1,895,865 1,400,598 996,869 915,471 816,493
Other borrowings 387,166 181,083 259,283 165,000 156,500
Securities purchased but not yet received 89,068 152,219 56,195 - -
$3,396448 $2,778,165 $2,281,197  $1,896,009 $1,708,034
Stockholders' equity
Preferred equity $68,000 $33,500 $33,500 $33500  $33,500
Common equity 226,667 168,180 132,929 79,990 84,369
$294,667 $201,680 $166,429 $113,490  $117,869
Capital ratio
Leverage capital 11.24% 8.19% 7.80% 6.68% 7.49%
Total risk-based capital 38.61% 25.00% 22.10% 19.96% 29.29%
Tier 1 risk-based capital 37.91% 24.48% 21.76% 1953%  30.54%

[ GINANCIAT f
Return on average assets {ROA) 1.91% 1.88% 1.67% 0.49% 1.15%
Return on average common equity (ROE) 34.64% 31.33% 32.47% 185% 18.73%
Equity-to-assets ratio 1.91% 6.63% 6.70% 5.58% 6.38%
Efficiency ratio 49.63% 51.35% 57.22% 72.06%  58.56%
Expense ratio 0.85% 0.99% 1.04% 0.85% 1.00%
Interest rate spread 2.64% 2.9% 2.59% 1.52% 2.83%
Number of financial centers 23 23 2 20 19
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Crienta! Financial Group Inc.

Management's Discussion and Analysis of Financial Condition
and Results of Operations

For the Year ended June 30, 2004

OVERVIEW OF FINANCIAL PERFORMANCE
Comparison of year ended June 30, 2004 and year ended June 30, 2003:

During fiscal 2004, the Group expanded its executive management team, raised new capital, and strengthened its banking and financial service
franchise. The Group also launched The Oriental Way program to deliver world-class products and services, targeting the personal and commer-
cial needs of the Island’s professionals and owners of small and mid-sized businesses. The results of these efforts were reflected in a strong fis-
cal year performance, continued growth in commercial loans, the successful launch of both our consumer loan business and the Criental Wealth
Management program, tight control over non-interest expenses, and reduced net charge-offs and non-performing loans, which reflects the quali-
ty of the Group’s loan portfolio.

For the fiscal year ended June 30, 2004, net income was $63.6 million, an increase of 24.0% compared with $51.3 million reported in fiscal 2003.
Earnings per diluted share increased 15.4% to $2.78, compared to last year's $2.41 per share. Net income for the quarter ended June 30, 2004, was
$18.1 million, an increase of 27.1% compared with netincome of $14.2 million reported in the quarter ended June 30, 2003, Earnings per diluted share
increased 10.4% to $0.74, compared to last year’s $0.67.

Earnings per share for the fiscal year and fourth quarter were affected by more average shares outstanding in both periods, as a result of the
Group's March 2004 secondary offering of 1,955,000 common shares, which raised $51.6 million (net of expenses), and dividends paid on the Series
B Preferred Stock issued in September 2003, which raised $33.1 million {net of expenses). Excluding the effect of the new shares and the new div-
idend, earnings per share would have been higher by an additional $0.14 for the year and by an additional $0.08 for the quarter, and would have
resulted in an earnings per share growth of 21.2% for Fiscal 2004 and 22.4% for the fourth quarter compared to the corresponding prior year
periods.

The Group maintains an outstanding return on equity (net income to average common equity) and a superior return on assets {net income to aver-
age assets) when compared to its peer group. Return on common equity (ROE} and return on assets (ROA) for the fiscal year ended June 30, 2004
were 34.64% and 1.91%, respectively, which represent an increase of 10.6% in ROE, from 31.33% in fiscal 2003, and an increase of 2.0% in ROA,
from 1.88% in fiscal 2003.

Net interest income represented approximately 65% of the Group’s tatal revenues {defined as net interest income plus non interest income} in fis-
cal 2004. For the fiscal year ended June 30, 2004, net interestincome was $87.2 million, an increase of 17.2% from the $74.4 miilion recorded for fis-
cal 2003. For the quarter ended June 30, 2004, net interest income increased 24.9% to $22.6 million, compared with $18.1 million recorded in the
quarter ended June 30, 2003. Results benefited from a larger volume of interest earning assets {(investment and loans) partially offset by lower aver-
age yields. Interest rate margin equaled 2.75% for fiscal 2004. At June 30, 2004, interest earning assets increased 22.8% to $3.637 billion compared
to June 30, 2003, reflecting a 27.5% increase in investments to $2.847 billion, which consisted mainly of AAA rated mortgage-backed securities and
Puerto Rico government agencies obligations.

The provision for loan losses for the fiscal year ended June 30, 2004 increased 9.5% to $4.6 million from $4.2 million for fiscal 2003 reflecting high-
er loss reserve requirements related to the expanded commercial and consumer loan business in fiscal 2004.

Non-interest income represented approximately 35% of the Group’s total revenues (defined as netinterest income plus non interest income} in fis-
cal 2004. For the fiscal year ended June 30, 2004, non-interest income grew by 17.9% to $46.0 million from $39.0 million a year earlier. Key factors
for such increase included the success of the Group's product and service marketing pragrams, the result of general improvement in equity mar-
kets, increased underwriting activities, higher revenues from fiduciary service fees, and income generated by Caribbean Pension Consultants, Inc.,
which was acquired in January 2003. Total non-interest banking and financial services revenues increased 14.2% to $32.5 million in fiscal 2004 com-
pared to $28.5 million in fiscal 2003. Banking service revenues increased 20.1% to $7.2 million compared to $6.0 million in fiscal 2003. Financial serv-
ice revenues (commissions and fees from broker, insurance and fiduciary activities) increased 21.7% to $17.6 miilion compared to $14.5 million in
fiscal 2003.

For the fiscal year ended June 30, 2004, mortgage-banking activity revenue was $7.7 million reflecting a decrease of 3.8% when compared with $8.0
million for the previous fiscal year. Such decrease in mortgage production was primarily due to the Group’s decision to temporarily moderate loan
activity based on fourth quarter market conditions, which also resulted in lower mortgage banking revenue. Securities net activity income grew by
25.3%. This increase reflects market opportunities that arose and that are consistent with the Group’s investment strategies.

Non-interest expenses for fiscal 2004 increased 10.8% to $59.4 million, compared to $53.7 million in the previous fiscal year. However, the Group’s
efficiency ratio in fiscal 2004 improved to 49.63%, compared to 51.35% a year earlier. With the launch of its growth program, the Group incurred
higher outlays for human resources, technology and marketing, among others, during the first quarter of fiscal 2004. Thereafter, costs were
realigned, with expenses trending lower in the last three quarters of fiscal 2004,
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Total Group financial assets (including assets managed by the trust department, the retirement plan administration subsidiary, and broker-dealer
subsidiary) increased 13.6% to $6.4 billion as of June 30, 2004, compared to $5.7 billion as of June 30, 2003. Assets managed by the Group's trust
department, the retirement plan administration subsidiary, and broker-dealer subsidiary increased 3.4%, year-to-year, to $2.7 billion from $2.6 bil-
lion in fiscal 2003. This increase was primarily due to the equity market recovery impact on assets gathered by the Group's securities broker-deal-
er subsidiary. The Group's bank assets reached $3.726 billion as of June 30, 2004, an increase of 22.5%, compared to $3.040 billion as of June 30,
2003. Major contributors to this increase were the investment securities portfolio, which increased by 27.5% or $614.4 million, along with the loan
portfolio, which increased by $15.0 million or 2.1%.

On the liability side, total deposits decreased by 1.9% from $1.044 billion at June 30, 2003, to $1.024 billion at June 30, 2004. The decrease in deposits
primarily reflects the Group’s decision to cut back on certificates of deposit in favor of other lower-cost funding sources. Total borrowings
increased 44.3% from $1.582 billion at June 30, 2003, to $2.283 billion at June 30, 2004. The increase in borrowings was concentrated in larger aver-
age balances of repurchase agreements, Federal Home Loan Bank advances and subordinated capital notes. The increase in borrowed funds was
used primarily to fund the Group’ investment and loan portfolio growth.

The Group continued strengthening its capital base during fiscal 2004. Stockholders’ equity as of June 30, 2004 was $294.7 million, an increase of
46.1% from $201.7 million as of June 30, 2003. This increase reflects the improvement in net income, net proceeds of $33.1 million from the issuance
of the Series B Preferred Stock shares in the first quarter of fiscal 2004 and $51.6 million, net of related expenses, from the issuance of 1,955,000
shares of common stock in the third guarter of fiscal 2004, partially offset by the increase in the accumulated other comprehensive loss of $45.1
million, mostly associated with an increase in unrealized losses on the securities available-for-sale portfolio from fiscal 2003 to fiscal 2004.

Comparison of year ended June 30, 2003 and year ended June 30, 2002:

For the fiscal year ended June 30, 2003, net income was $51.3 million ($2.41 per diluted share), an increase of 33.5% compared with $38.5 million
($1.82 diluted per share) reported in fiscal 2002. Net income for the quarter ended June 30, 2003, was $14.2 million ($0.67 diluted per share), an
increase of 28.8% compared with net income of $11.0 million ($0.51 diluted per share} reported in the quarter ended June 30, 2002.

The Group maintains an cutstanding return on equity {net income to average commeon equity) and a superior return on assets {(net income to aver-
age assets) when compared to its peer group. Return on comman equity (ROE) and return on assets (ROA) for the fiscal year ended June 30, 2003
were 31.33% and 1.88%, respectively, which represent a decrease of 3.5% in ROE, from 32.47% in fiscal 2002, and an increase of 12.6% in ROA, from
1.67% in fiscal 2002.

Favorable interest rate levels during fiscal 2003, combined with management's emphasis on secured lending and non-interest income (mostly fees)
from operations; drove the improvements in the Group’s performance. For the fiscal year ended June 30, 2003, net interest income was $74.4 mil-
lion, an increase of 26.1% from the $59.0 million recorded for fiscal 2002 (see Table 1). For the quarter ended June 30, 2003, net interest income
increased 8.3% to $18.2 million, compared with $16.8 million recorded in the quarter ended June 30, 2002.

The provision for loan losses for the fiscal year ended June 30, 2003 increased 97.9% to $4.2 million from $2.1 million for fiscal 2002. The provision
for loan losses increased from $425,000 in the fourth quarter of fiscal 2002 to $1.4 million in the fourth quarter of fiscal 2003. This reflects the required
reserve increase as the Group’s loan portfolio keeps its growing pace and for the increases in non-performing loans and net credit losses.

Non-interest income {mostly fee income, see Table 2) also increased for the fiscal year ended June 30, 2003, growing by 24.6% to $39 million from
$31.3 million a year earlier. The Group’s business expansion strategy and the strong market acceptance of its fee-based financial planning busi-
ness lines have been key factors for such increase. Securities net activity income grew by 226.1%. This increase reflects market opportunities that
arose and that are consistent with the Group’s liquidity and investment strategies.

For the fiscal year ended June 30, 2003, mortgage-banking activity revenue was $8.0 million reflecting a decrease of 8.3% when compared with $8.7

million for the previous fiscal year. This decrease is due to management's strategy of maintaining a larger portion of its production in portfolio-

instead of selling it on the secondary market, consequently deferring the recognition of the amount of fees derived from the sale of loans. As a result
of this strategy, the net loans receivable grew by 26.3% from $576.8 million as of June 30, 2002, to $728.5 million as of June 30, 2003 {see Table 4},

Non-interest expenses for fiscal 2003 increased 9.6% to $53.7 million, compared to $49.0 million in the previous fiscal year, see Table 3. This increase
reflects the Group's growth and increases in spending related to the expansion and improvement of its sales force, growth in the retail banking
platform and continuing investment in back-office personnel, technology and infrastructure supporting risk management processes as well as
recent and future growth.

Total Group financial assets (including assets managed by the trust department, the retirement plan administration subsidiary, and broker-dealer
subsidiary) increased 13.8% to $5.7 billion as of June 30, 2003, compared to $5.0 billion as of June 30, 2002. Assets managed by the Group's trust
department, the retirement plan administration subsidiary, and broker-dealer subsidiary increased 5.3%, year-to-year, to $2.6 billion from $2.5 bil-
lion in fiscal 2002. This increase is mainly due to the addition of $315 million in assets managed by the then recently acquired subsidiary Caribbean
Pension Consultants, Inc., a retirement plan administrator located in Boca Raton, Florida. Likewise, the Group’s bank assets reached $3.039 billion
as of June 30, 2003, an increase of 22.3%, compared to $2.484 billion as of June 30, 2002. Major contributors to this increase were the investment
securities portfolio, which increased by 27.0%, or $474.9 million, along with the loan portfolio, which increased by $151.7 million or 26.3%.
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Total deposits increased by 7.8% from $968.9 million at June 30, 2002, to $1.044 billion at June 30, 2003, as a result of the Group’s aggressive expan-
sion of its banking business within its overall strategy of positioning itself as a financial planning service provider. Total borrowings increased 25.9%
from $1.256 billion at June 30, 2002, to $1.582 billion at June 30, 2003. The increase in borrowed funds was used primarily to fund the Group’ invest-
ment and loan portfolio growth.

In fiscal 2003 the Group continued its repurchasing pragram of commen stock, reacquiring 97,000 shares during the year at an approximate cost of
$2.2 million. Stockholders” equity as of June 30, 2003 was $201.7 million, an increase of 21.2% from $166.4 million as of June 30, 2002. This increase
mainly reflects the substantial improvement in net income, net of dividends declared and the net gain in the mark-to-market valuation of invest-
ments available-for-sale, which was partially offset by the net loss in the mark-to-market valuation of cash flow hedge derivative instruments.

On October 28, 2002, the Group declared a twenty-five percent (25%) stock split effected in the form of a dividend on outstanding common shares.
The stock split was effected on January 15, 2003.

Net Interest income

Netinterest income is affected by the difference between rates earned on the Group's interest-earning assets and rates paid on its interest-hear-
ing liabilities {interest rate spread) and the relative amounts of its interest-earning assets and interest-bearing liabilities (interest rate margin). As
further discussed in the Risk Management section of this report, the Group constantly monitors the composition and repricing of its assets and lia-
bilities to maintain its net interest income at adequate levels. Table 1 shows the major categories of interest-earning assets and interest-bearing
liahilities, their respective interest income, expenses, yields and costs, and their impact on net interest income due to changes in volume and rates.

Net interest income increased 17.2%, to $87.2 million in fiscal 2004, from $74.4 million in fisca) 2003. This increase was due to a positive volume vari-
ance of $15.1 million, partially offset by a negative rate variance of $2.3 million, as average interest earning assets increased 27.1%, to $3.168 bil-
lion as of June 30, 2004, from $2.493 billion as of June 30, 2003, while the interest rate margin declined 24 basis points, to 2.75% for fiscal 2004, from
2.99% for fiscal 2003. The interest rate spread declined 27 basis points, to 2.64% for fiscal 2004, from 2.91% for fiscal 2003, due to a 90 basis point
decline in the average vield of interest earning assets to 5.19%, from 6.09%, partially offset by a 63 basis point decline in the average cost of funds
to 2.55%, from 3.18%. The decline in the average vield of interest earning assets was primarily due to the origination and purchase of securities
with lower rates, reflecting market conditions; prepayments of higher rate mortgage loans and the re-pricing of adjustable and floating rate com-
mercial loans. The decline in the average cost of funds was primarily due to reductions in rates paid on retail deposits, reflecting the prevailing
lower interest rate scenario, and to management’s decision to reduce the use of higher-cost, retail certificates of deposit in favor of lower-cost,
wholesale funding sources.

Interest income increased 8.3%, to $164.4 million for fiscal 2004, as compared to $151.7 million for fiscal 2003, reflecting a 27.1% increase in the
average balance of interest earnings assets, to $3.169 billion in fiscal 2004, from $2.493 billion in fiscal 2003, partially offset by the decline in yield
to 5.19%, from 6.09%. Interest income is generated by investment securities, which accounted for 68.3%, and from loans, which accounted for
31.7%. Interest income from investments increased 12.0%, to $112.3 million, due to a 33.2% increase in the average balance of investments, to
$2.431 billion, partially offset by an 87 basis points decline in yield, to 4.62%, from 5.49%. The increase in investments reflects a 17.9% increase in
mortgage-backed securities, to $2.467 billion as of June 30, 2004, from $2.093 billion as of June 30, 2003, and a 209.8% increase in P.R. and U.S. gov-
ernment and agency obligations, to $322.3 million as of June 30, 2004, from $104.0 million as of June 30, 2003. Interestincome from loans increased
1.3%, to $52.1 million, due to a 10.4% increase in the average balance of loans, to $737.5 million, partially offset by a 63 basis points decline in yield,
to 7.07%, from 7.70%. The increase in loans primarily reflects a 8.9% increase in real estate loans, to $662.6 million in fisca! 2004, from $5608.2 mil-
lion in fiscal 2003, and a 40.9% increase in commercial loans, reflecting the initial expansion of that business, to $57.0 million in fiscal 2004, from
$40.5 million in fiscal 2003. Approximately 90% of the commercial loans are secured by real estate.

Interest expense declined 0.21%, to $77.2 million in fiscal 2004, from $77.3 million in fiscal 2003, due to a 63 basis point reduction in the average cost
of retail and wholesale funds, to 2,.55% for fiscal 2004, from 3.18% for fiscal 2003. This declfine more than offset the cost of expanding interest-bear-
ing liabilities, to $3.026 billion, from $2.430 billion, in order to fund the growth of the Group's investment and loan portfolios. The average cost of
retail deposits declined 43 basis points, to 2.87% in fiscal 2004, from 3.30% in fiscal 2003, and the average cost of wholesale funding sources
declined 72 basis points, to 2.38%, from 3.10%, with the largest average cost reductions occurring in Federal Home Loan Bank of New York (“FHLB"}
advances, which dropped 120 basis points, to 2.63%, and in repurchase agreements, which dropped 66 basis points, to 2.26%.

For the fiscal year ended June 30, 2003, net interest income amounted to $74.4 million, up 26.2% from $59.0 million for the fiscal year ended June
30, 2002. This increase was due to a positive valume variance of $7.7 million and a positive rate variance of $7.8 million that also, in part, resulted
from the impact of an additional Federal Reserve Board interest rate reduction, which resulted in a lower average cost of funds (3.18% for the fis-
cal year ended on June 30, 2003 versus 3.95% in the same period of fiscal 2002). At the same time, the Group continues its hedge strategy to lock
its interest rate spread by increasing the volume of interest rate swaps; see “Interest Rate Risk and Assets/Liability Management”.

The interest rate spread for the fiscal year ended June 30, 2003, improved 32 basis points to 2.91% compared with 2.59% for fiscal 2002. As previ-
ously mentioned, this increase was mainly due to-a decrease in the average cost of funds. Table 1 shows the major categories of interest-earning
assets and interest-bearing liabilities, their respective interest income, expenses, yields and costs, and their impact on net interest income due to
changes in volume and rates.
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TABIE § - FISEHAL VIERR ACAIYSIS ©F (ET (TEREST [IER0TE AND EANEES DUE 70 VOLVHIERSE

Years ended June 30, 2004, 2003 and 2002 Interest Average rate Average balance
(Dollars in thousands) 2004 2003+ 2002* 2004 2003*  2002* | 2004 2003* 2002
A. TAX EQUIVALENT SPREAD
Interest-earning assets $164,385 $151,746  $141,695 519%  6.09%  6.54% | $3,168,832 $2,493,382 $2,166,516
Tax equivalent adjustment 35,223 52,895 28,171 111% 212% 1.30% - - -
Interest-earning assets - tax equivalent 199,608 204,641 169,866 6.30% 821%  17.84% 3,168,832 2493382 2,166,516
Interest-bearing liabilities 77,174 71,335 82,695 255%  3.18%  3.95% 3,026,876 2,430,456 2,092,317
Tax equivalent net interest income / spread $122,434 $127,306  $87,171 375% 5.03%  3.89% $141,956 $62,926  $74,199
Tax equivalent interest rate margin 386% 511% 4,02%
B. NORMAL SPREAD
Interest-earning assets:
Investments:
Investment securities $113,732  $100,905  $93,373 470% 561%  6.06% | $2,419,264 $1,799,458 $1,541,155
Investment management fees (1,685)  (1,443) (1535) | -0.07% -0.08%  -0.10% - - -
Total investment securities 112,047 99,462 91,838 463%  5.53% 5.96% 2,419,264 1,793,458 1,541,155
Trading securities 44 502 2,744 3.26%  4.86% 6.66% 1,350 10,332 41,186
Money market investments 164 296 1,058 1.53%  1.93% 3.01% 10,714 15,345 35,096
112,255 100,260 95,640 462%  5.49% 5.91% 2,431,328 1,825,135 1,617,437
Leans (1): .
Real estate {2) 46,467 45,848 40,173 701% 754%  811% 662,530 608,189 495,631
Commercial 3,336 2,958 2,757 585%  7.31%  8.80% 57,047 40,477 31,345
Consumer 2,321 2,680 3,125 13.02% 1369% 14.14% 17,867 19,581 22,103
52,130 51,486 46,055 1.07%  7.70% 8.39% 737,504 668,247 549,079
164,385 151,746 141,695 519%  6.09% 6.54% 3,168,832 2,493,382 2,166,516
Interest-bearing liabilities:
Deposits:
Non-interest bearing deposits - - - - - - 51,906 56,263 48,190
Now Accounts 818 1,054 1,511 1.08% 1.69%  3.19% 75,495 62,436 47,364
Savings 1,079 1,319 1,850 1.22%  155%  2.30% 88,568 84,874 80,400
Certificates of deposits 28,115 31,284 30,227 338% 383%  433% 831,167 816,197 697,546
30,012 33,657 33,588 287% 330%  3.85% 1,047,136 1,019,770 873,500
Barrowings:
Repurchase agreements 17,805 17,362 23,883 1.12% 1.50% 2.39% 1,595,717 1,158,243 998,069
Interest rate risk management 17,744 16,141 15,551 111%  1.39% 1.56% - - -
Financing fees 469 331 255 0.03% 0.03%  0.03% - - -
Total repurchase agreements 36,018 33.834 39,689 2.26%  2.92% 3.98% 1,595,717 1,158,243 998,069
FHLB Advances 8,011 7,709 7,525 263% 383%  431% 304,547 201,360 174,565
Subordinated capital notes 2,986 1,926 1,112 4683%  534% 5.77% 64,476 36,083 19,279
Term Notes 147 209 781 0.98% 1.39%  2.90% 15,000 15,000 26,904
47,162 43,678 48,107 238% 310%  4.03% 1,979,740 1,410,686 1,218,817
77,114 77,335 82,695 255% 318%  3.95% 3,026,876 2,430,456 2,092,317
Net interest income / spread $87,211  $74411  $59,000 264% 291%  259%
Interest rate margin 2.15%  2.99% 2.72%
Excess of interest-earning assets
over interest-bearing liabilities $141,956  $62,926  $74,199
Interest-earning assets over interest-bearing
liabilities ratio 104.69%  102.59%  103.55%
C.- CHANGES IN NET INTEREST INCOME DUE TO (3):
Fiscal 2004 versus 2003 Fiscal 2003 versus 2002
Interest Income: Volume Rate Tatal Volume Rate Total
Loans (1} $5,089  $(4,445) 3644 $9.402  $(3,971) $5,431
Investments 29,710 (17,715) 11,995 11,713 (7,093) 4,620
34,799 (22,160) 12,639 21,115 (11,064) 10,051
Interest Expense
Deposits 883 (4,528) (3,645) 5,193 (5,124) 69
Repurchase agreements 14,581 (12,397) 2,184 7,006 (12,861) {5,855)
Other horrowings 4,250 {2,950) 1,300 1,280 (854) 426
19,713 (19,874 (161) 13479 {18,839} {5,360)
Net Interest Income $15,085  $(2.285) $12,800 $7,637 $7,774  $15411

* Certain adjustments were made to conform figures to current period presentation.

{1} - Loans fees amounted to $2,923, $2,333 and $1,862 in fiscal 2004, 2003 and 2002, respectively.
(2) - Real estate averages include loans held-for-sale.
(3) - The changes that are not dug solely to volume or rate are allocated on the proportion of the change in each category.

33




34

Oriental Financial Group

The Group's interest income for the fiscal year ended June 30, 2003 increased 7.1% from $141.7 million reported in fiscal 2002, to $151.7 million. The
increase in interestincome resulted from a larger volume of average interest-earning assets ($2.493 billion in fiscal 2003 versus $2.167 billion in fis-
cal 2002) partially offset by a decline in their yield performance (6.09% in fiscal 2003 versus 6.54% in fiscal 2002).

Increase in interest-earning assets was concentrated on the investment portfolio and real estate loans, comprised mostly of residential mortgage
loans. The average volume of total investments for the fiscal year ended June 30, 2003 grew 12.8% {$1.825 billion in fiscal 2003 versus $1.617 billion
in fiscal 2002} when compared to the same period a year earlier. This increase was concentrated in mortgage-backed securities, which increased
25.1% from $1.673 billion as of June 30, 2002, to $2.093 billion as of June 30, 2003. Likewise, the average volume of real estate loans grew by 22.7%
for fiscal 2003 (from $495.6 million in fiscal 2002, to $608.2 million in fiscal 2003), along with an increase in the average volume of commercial loans
that grew by 29.1% in fiscal 2003, when compared with the same period in fiscal 2002 {$40.5 million in fiscal 2003 versus $31.3 million in fiscal 2002.)
Most of the commercial loans are secured by real estate.

The average yield on interest-earning assets was 6.09%, 45 basis points lower than the 6.54% in fiscal 2002. The yield dilution experienced in fis-
cal 2003 was caused by the expansion of the Group’s mortgage-backed securities investment portfolio, which carries a lower yield than the loan
portfolio but provides less risk and generates a significant amount of tax-exempt income (see “Tax Equivalent Spread” on Table 1).

Interest expense decreased for fiscal 2003 by 6.6% (to $77.3 million in fiscal 2003, from $82.7 million in fiscal 2002). A lower average cost of funds
(3.18% for fiscal 2003 versus 3.95% for fiscal 2002), drove this decrease. Larger volumes of borrowings and depasits, which were necessary to fund
the growth of the Group's investment portfolio, caused an increase in average interest-bearing liabilities. See Table 1 for the impact on interest
expense due to changes in volume and rates.

The cost of short-term financing decreased substantially during fiscal 2001 and 2002 and continued to fall over the course of fiscal 2003. The aver-
age cost of borrowings for fiscal 2003 decreased 93 basis points {from 4.03% in fiscal 2002, to 3.10% in fiscal 2003). The largest average reduction
was in repurchase agreements, which decreased 106 basis points from 3.98% in fiscal 2002, to 2.92% in fiscal 2003.

Non-Interest Income

Non-interest income is affected by the amount of securities and trading transactions, the level of trust assets under management, transactions
generated by the gathering of financial assets and investment activities by the broker-dealer subsidiary, the level of mortgage banking activities,
and fees generated from loans, deposit accounts and insurance products. As shown in Table 2, non-interestincome for fisca! 2004 increased 17.9%,
from $39.0 million to $46.0 million, when compared to fiscal 2003.

Commissions and fees from fiduciary activities and commissions and fees from broker and insurance activities, two of the main components of
non-interest income, increased 25.3% and 18.5%, respectively, to $8.6 million and $9.0 million in fiscal 2004, from $6.9 million and $7.6 million in fis-
cal 2003. Growth for the year reflected the general improvement in equity markets, increased underwriting activities, higher service fees in fiduci-
ary activities, and income generated by Caribbean Pension Consultants, which was acquired in January 2003

1
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Three-Year Period Ended June 30, 2004
{Doliars in thousands)

Mortgage banking activities $7,719 $8,026 -3.8% $8,748
Commissions and fees from broker, insurance

and fiduciary activities 17,617 14,472 21.7% 13,848
Non-banking service revenues 25,336 22,498 12.6% 22,596
Fees on deposit accounts 4,887 4,075 19.9% 2,720
Bank service charges and commissions 2,037 1,625 25.4% 1,758
Other operating revenues 241 268 -10.1% 133
Bank service rev 7,165 5,968 20.1% 4611
Securities net gain 13,414 14,223 -5.7% 4,362
Trading net gain 21 571 -96.3% 1,149
Derivatives net gain (loss) 1 (4,061) 100.3% (1,997)
Securities, derivatives and trading activities 13,446 10,733 25.3% 3,514
Gain on sale of loans - 0.0% 104
Gain (loss) an sale of premises and equipment - (219} -100.0% 425
Other income: 87 59 47.5% -
Other non-interest income 87 {160) -154.4% 529
Total non-interest income (loss) $46,034 $39,039 17.9% $31,250

Another component of non-interest income is mortgage-banking activities. Such income decreased 3.8% in fiscal 2004 {from $8.0 million in fiscal
2003, to $7.7 million in fiscal 2004), in relation to a decrease of 8.0% in residential mortgage loan production (from $357.0 million in fiscal 2003, to
$328.8 million in fiscal 2004). Such decrease in mortgage production was primarily due to the Group’s decision to temporarily moderate home loan
activity based on fourth quarter market conditions, which also resulted in lower mortgage banking revenues.
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Bank service revenues, which consist primarily of fees generated by deposit accounts, electronic banking and customer services, continue with
an increase of 20.1% {to $7.2 million in fiscal 2004, from $6.0 million in fiscal 2003), mainly due to a 19.9% increase in fees on deposit accounts, from
$4.0 million for fiscal 2003, to $4.9 million in fiscal 2004. This increase in bank service revenues was mainly driven by an increase in the fees on
deposit accounts mostly overdraft fees related to the bank overdraft privilege program attached to consumer deposit accounts and the success of
the Group’s product and service marketing programs. Bank service charges and commissions increased 25.4% to $2.0 million in fiscal 2004 from
$1.6 million in fiscal 2003. Most of this increase is related to higher transactional volume in our debit and credit cards.

Securities, derivatives and trading activities increased 25.3% in fiscal 2004 (to a net gain of $13.4 million in fiscal 2004 from a net gain of $10.7 in fis-
cal 2003), mainly driven by a positive results in derivatives activity which carried a substantial loss during fiscal 2003 {from $4.1 million net loss in
fiscal 2003, to $11,000 net gains in fiscal 2004). Securities and trading net activity slightly decreased when compared to previous fiscal 2003.

Securities net activities showed a 5.7% decrease from a net gain of $14.2 million in fiscal 2003 to a net gain of $13.4 million in fiscal 2004, while trad-
ing net activities revenues showed a decrease of 96.3% to a net gain of $21,000 in fiscal 2004, compared to a net gain of $571,000 miliion in fiscal
2003. As in previous fiscal 2003, this decrease in trading net activities revenues is mainly due to a substantial decrease in the average volume of
trading portfolio. The average trading portfolio dropped from $10.3 million in fiscal 2003 to an average of $1.4 million in fiscal 2004.

Derivative activities resulted in unrealized gain of $11,000 for fiscal 2004; while for fiscal 2003 the unrealized loss amounted to $4.1 million. These
fluctuations are related to the mark-to-market of derivative instruments which we expect to continue improving as interest rates go up.

Non-interest income for fiscal 2003 increased 24.9%, from $31.2 million to $39.0 million, when compared to fiscal 2002. Commissions and fees from
fiduciary activities, one of the components of non-interest income, increased 12.4% to $6.9 million in fiscal 2003, from $6.1 million in fiscal 2002

Another important component of non-interest income is mortgage-banking activities. Such income decreased 8.3% in fiscal 2003 (from $8.7 million
in fiscal 2002 to $8.0 million in fiscal 2003), in spite of an increase of 17.0% in mortgage loan production {from $305.4 million in fiscal 2002 to $357.0
million in fiscal 2003). This is due to management's strategy of maintaining a larger portion of its production in portfolio instead of selling it on the
secondary market, consequently deferring the recognition of the amount of fees derived from the sale of loans.

In fiscal 2003, bank service revenues increased 29.4% (to $6.0 million in fiscal 2003 from $4.6 million in fiscal 2002), mainly due to a 49.8% increase
in fees on deposit accounts, from $2.7 million in fiscal 2002, to $4.1 million in fiscal 2003. This increase in bank service revenues was mainly driven
by new deposits gathered by the Bank, led by the “Amiga” demand deposit account introduced during fiscal 2002.

Securities, derivatives and trading activities showed a net increase of 205.4% in fiscal 2003 {to a net gain of $10.7 million in fiscal 2003 from a net
gain of $3.5 in fiscal 2002), mainly driven by an increase in securities and trading net activities revenues in fiscal 2003 {from $5.5 million net gains
in fiscal 2002 to $14.8 million net gains in fiscal 2003).

Securities net activities showed a 226.1% increase from a net gain of $4.4 million in fiscal 2002 to a net gain of $14.2 million in fiscal 2003, while trad-
ing net activities revenues showed a decrease of 50.3%, to a net gain of $571,000 in fiscal 2003, compared to a net gain of $1.1 million in fiscal 2002.
This decrease in trading net activities revenues is mainly due to a substantial decrease in the average volume of trading portfolio from $41.2 mil-
lion in fiscal 2002 to an average of $10.3 million in fiscal 2003.

Derivative activities resulted in unrealized losses of $4.1 million in fiscal 2003; while in fiscal 2002 the unrealized loss amounted to $2.0 million, an
increase of 103.4%. These fluctuations are related to the mark-to-market of derivative instruments.

Non-Interest Expenses

As in previous fiscal 2003, the Group continues to drive its efficiency ratio to levels below its peer group and the banking industry (in fiscal 2004 this
ratio improved to 49.63% from 51.35% in fiscal 2002) through the generation of revenue at a faster rate than expenses. The efficiency ratio meas-
ures how much of a company’s revenue is used to pay operating expenses. The Group’s success in controlling operating expenses comes from
efficient staffing, a constant focus on process improvement and the outsourcing of certain functions.

In fiscal 2004, non-interest expenses increased 10.8%, from $53.7 million in fiscal 2003 to $59.4 million in fiscal 2004, reflecting the impact of the
Group’s expansion strategy. The Group's incurred higher outlays for human resources, technology and marketing, among others, during the first
quarter of fiscal 2004, as it continue its growth program. Thereafter, the Group was able to realign costs, with expenses trending lower in the last
three guarters of fiscal 2004.

Employees’ compensation and benefits is the Group’s largest non-interest expense category. In the fiscal year ended June 30, 2004, compensation
and benefit expense increased 19.5% to $24.6 million versus $20.6 million in fiscal 2003, reflecting an expansion of the Group’s work force as part
of its growth program which includes the improvement of the sales force through the addition of experienced lenders and the expansian of the
executive team.

Occupancy and equipment expenses increased 6.2%, from $9.1 million in fiscal 2003 to $9.6 million in fiscal 2004, due to higher depreciation resuit-
ing from upgrading technology and infrastructure in our financial centers in order to improve efficiency.
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Three-Year Period Ended June 30, 2004
{Dollars in thousands)

Compensation and benefits (1} $24,579 $19,763 24.4% $16,378
Stock option cancellation - - 0.0% 800
Other compensation expenses - 800 -100.0% -
Total compensation and benefits 24,579 20,563 19.5% 17,178
Occupancy and equipment 9,639 9,079 6.2% 7,800
Advertising and business promotion 7,466 7,052 5.9% 6,673
Professional and service fees 5,631 6,467 -12.9% 7,125
Communications 1,849 1,67 10.7% 1,507
Loan servicing expenses 1,853 1,775 4.4% 1,497
Taxes, other than payroll and income taxes 1,754 1,556 12.7% 1,722
Electronic banking charges 1,679 1,244 35.0% 1,051
Printing, postage, stationery and supplies 1121 1,038 8.0% 791
Insurance, including deposits insurance 791 736 1.5% 563
Other operating expenses 3,070 2,475 24.0% 3,049
Other non-interest expenses 34,853 33,093 5.3% 31,784
Total non-interest expenses $59,432 $53,656 10.8% $48,962
Relevant ratios and data (1):
Non-interest income to Non-interest expenses ratio 71.46% 72.76% 63.83%
Efficiency ratio 49.63% 51.35% 51.22%
Expense ratio 0.85 0.99% 1.04%
Compensation and benefits to non-interest expenses (1) 41.4% 38.3% 33.5%
Compensation to total assets 0.66% 0.68% 0.69%
Average compensation per employee (1) $45.1 $40.6 $4.2
Average number of employees 545 506 [y
Bank assets per employee $6,832 $6,009 $5,960
Work force:
Banking operations 454 423 359
Trust operations 52 57 24
Brokerage and Insurance operations 20 33 42
Total work force 526 513 425

(1) Excludes non-cash stocks options cancelation charges.

During fiscal 2004, advertising and business promotions increased 5.9% to $7.5 million versus $7.1 million in fiscal 2003. The Group focused on mar-
keting campaigns that expanded the awareness of new and existing products and contributed to the 17.9% increase in fee-based revenues, com-
pared to previous fiscal 2003.

In fiscal 2004, professional and service fees decreased 12.9%, from $6.5 million in fisca! 2003 to $5.6 million in fiscal 2004. The decrease was due to
specific cost control initiatives effectively implemented by management.

The rise in electronic banking charges, communication, municipal and other general taxes, insurance, printing, postage, stationery and supply, and
other operating expenses are principally due to the general growth in the Group’s business activities, products and services offered.

in fiscal 2003, non-interest expenses increased 9.6%, from $49.0 million in fiscal 2002 to $53.7 million in fiscal 2003, reflecting the impact of the
Group’s expansion strategy.

In the fiscal year ended June 30, 2003, compensation and benefits expense increased 19.7% to $20.6 million versus $17.2 million in fiscal 2002,
reflecting an expansion of the Group's wark force {refer to Table 3 for more selected data regarding employees’ compensation and benefits) and
maintaining variable compensation {commissions) at prior fiscal years’ levels despite a higher volume of business. During the first quarter of fiscal
2002, the Group recognized a non-cash expense of $800,000, with a corresponding offsetting charge against additional paid-in capital, related to
the cancellation by the Board of Directars of approximately 271,500 of non-vested stock options granted to its directars, officers and employees
during calendar years 1999 and 1998.

Occupancy and equipment expenses increased 16.4%, from $7.8 million in fiscal 2002 to $9.1 million in fiscal 2003, as a direct result of the addition
of a new branch and the relocation of a second branch to improve our retail banking platform in response to bank products demand.

In fiscal 2003, the Group continued its aggressive promotional campaign to enhance the market recognition of new and existing products in order
to increase our fee-hased revenues. As a result, in such fiscal year, advertising and business promotions increased 5.0% to $7.1 million versus $6.7
million in fiscal 2002.

The rise in communications, insurance, printing, postage, stationery and supply expenses are mainly due to the general growth in the Group's busi-
ness activities, products and services offered.
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Provision for Loan Losses

The provision for loan losses for the year ended June 30, 2004, totaled $4.6 million, a 9.5% increase from the $4.2 million reported for the same peri-
od of the previous fiscal year. The increase in the provision for loan losses reflects the required provisions needed to cover any loss exposure in
commercial and real estate non-performing loans as of June 30, 2004 and the expected increase in the consumer loans portfolio as the Group revi-
talized such lending activity during the fourth quarter of fiscal 2004. Non-performing loans increased 6.9%, from $28.9 million as of June 30, 2003,
t0 $30.9 million as of June 30, 2004. The increase in non-performing loans came from the residential real estate and commercial loan portfolios. The
commercial and residential real estate portfolios are well collateralized and the Group does not expect any major losses an such portfolios.

During the last two quarters of fiscal 2004, no major increases in net credit losses were experienced, but the actual level of credit losses support
the provision for the period to maintain an adequate reserve for possible loan losses. Net creditlosses for the fiscal decreased 6.0%, from $2.2 mil-
lion in fiscal 2003 to $2.1 million in fiscal 2004. Such decrease was mainly due to an increase experienced in total loss recoveries. Total loss recov-
eries increased from $897,000 as of June 30, 2003 to $1.1 million as of June 30, 2004. As result, the recoveries to net charge-offs ratio improved from
29.0% in fiscal 2003 to 35.6% for fiscal 2004.

Residential real state loans net credit losses in fiscal 2604 were $378,000 as compared with $5,000 in the prior fiscal year. The amount for fiscal 2004
represents charge-offs on two real estate loans. Commercial loans net credit losses increased to $110,000 in fiscal 2004, when compared with a
net recovery of $39,000 in the previous fiscal year. Management performed a review of the entire commercial loan portfolio and determined to rec-
ognize as losses during the second quarter of fiscal 2004 certain loans considered uncoliectible or of such little value that their continuance as
bankable assets was not warranted. This review reflects the Group’s strategy to expand its commercial loan portfolio, primarily collateralized by
real estate.

Net credit losses on consumer loans decreased when compared with the prior fiscal year. In fiscal 2004, net credit losses on consumer loans were
$1.7 million, a decrease of 25.4% when compared with fiscal 2003 in which the Group had net credit losses of $2.3 million.

The Group evaluates all loans, some individually and other as homageneous groups, for purposes of determining impairment. At June 30, 2004, the
total investment in impaired commercial loans was $714,912. Impaired commercial loans are measured based on the fair value of collateral. The
Group determined that no specific impairment allowance was required for such loans. The average investment in impaired commercial loans for
fiscal 2004 amounted to $2.1 million. At June 30, 2003 there were no impaired loans.

The provision for foan fosses increased to $4.2 million in fiscal 2003 from $2.1 million in fiscal 2002. This increase in the provision for loan losses
was mainly due to the growth of the totai loan portfolio, the increase in non-performing loans, and the increase experienced in net credit losses to
$2.2 million in fiscal 2003, from $1.9 million in fiscal 2002 (but lower than the $6.9 million in fiscal 2001 and the $10.3 million in fiscal 2000). The increase
in credit fosses is mainly due to $1.4 million of net credit losses in the consumer loan portfolio, a 30.5% increase, when compared to $1.1 million net
credit losses in fiscal 2002. Non-performing loans increased 43.6%, from $20.1 million as of June 30, 2002, to $28.9 million as of June 30, 2003. Most
of the increase in non-performing loans came from the real estate loan portfolio, which is composed mostly of residential mortgage loans.

Please refer to the allowance for loan losses and non-performing assets section on Table 8 through Table 12 for a more detailed analysis of the
allowances for loan losses, net credit losses and credit quality statistics. Also refer to the section “Allowance for Loan Losses and Non-perform-
ing Assets”.

Provision for Income Taxes

The Group recognized a provision for income taxes of $5.6 million in the fiscal 2004, compared with a provision of $4.3 million in the previous fiscal
year. The main reason for the increase of the fiscal 2004 tax expense is the increase in income before income taxes of 24.5% when campared to
fiscal 2003 results. The current income tax provision is lower than the provision based on the statutory tax rate for the Group, which is 39%, due to
the high level of tax-advantaged interest income earned on certain investments and loans, net of the disallowance of related expenses attributa-
ble to the exempt income. In addition, the Puerto Rico Internal Revenue Code of 1994, as amended, provides a dividend received deduction of 100%
on dividends received from wholly-owned subsidiaries subject to income taxation in Puerto Rico. Exempt interest relates principally to interest
earned on obligations of the United States and Puerto Rico governments and certain mortgage-backed securities, including securities held by the
Group’s international banking entities.

In fiscal 2003, the Group recorded a $4.3 million income tax provision versus $720,000 in fiscal 2002. The main reason for the increase of the fiscal
2003 tax expense is the increase in income before income taxes of 42.0% when compared to fiscal 2002 results. In addition, in July 2003, the Group
and the Puerto Rico Treasury Department settled an investigation of the Bank's income tax returns for the years ended June 30, 1997, 1998 and 1999
for $1.8 million.
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Financial Condition

Group's Bank Assets
At June 30, 2004, the Group's total assets amounted to $3.726 billion, an increase of 22.5% when compared to $3.041 billion at June 30, 2003. At the
same date, interest-earning assets reached $3.637 billion, up 22.8% versus $2.962 hillion at June 30, 2003.

As detailed in Table 4, investments comprise the Group’s largest component of interest-earning assets. Investments mainly consist of money mar-
ket investments, mortgage-backed securities, U.S. Treasury notes, U.S. Government agencies bonds, and P.R. Government municipal bonds. (See
Note 3 to the Consolidated Financial Statements for more information regarding the Group’s portfolio of investments). The Group decided to repo-
sition its investment portfolio during the quarters ended September 30,2003 and March 31, 2004. As a result, management reclassified, at fair value,
$856,037,000 and $174,399,000, respectively, of its available-for-sale investment portfolio to the held-to-maturity investment category. Management
now has the ability and intent to hold these securities to maturity.

Growth in mortgage-backed securities and PR. and U.S. government securities drove the investment portfolio’s expansion. Mortgage-backed secu-
rities increased 17.9% to $2.467 billion (86.7% of the total investment portfolio) from $2.093 billion (93.8% of the total investment portfolio) the year
before. PR. and U.S. government securities increased 130.7% and 284.6% respectively, from last year to $115.8 million and $207.0 million, as the
Group continued its asset liability management strategies of re-balancing its asset mix through sound and lesser-risk asset acquisitions.

At June 30, 2004, the Group's total assets amounted to $3.726 billion, an increase of 22.5% when compared to $3.041 billion at June 30, 2003. At the
same date, interest-earning assets reached $3.637 billion, up 22.8% versus $2.962 billion at June 30, 2003.

TABLE G- AN ASSETS COVPESTIEN am AW Veremse % 002

As of June 30, 2004, 2003 and 2002
{Dollars in thousands)

Investments:
Mortgage-backed securities $2,467,384 $2,092,939 17.9% $1,673,131
U.S. Government and agency obligations 206,977 53,813 284.6% 3481
P.R. Government and agency obligations 115,846 50,208 130.7% 52,706
Other investment securities 20,636 11,681 76.7%. 9,765
Short-term investments 1,147 1,152 572.5% 1,032
FHLB stock 28,160 22,537 25.0% 17,320
Total investments 2,846,750 2,232,330 21.5% 1,751,435
Loans:
Loans receivable 745,195 724,295 2.9% 570,443
Allowance for loan losses {7,553) (5,031) 50.1% (3,039)
Loans receivable, net 737,642 719,264 2.6% 567,410
Loans held for sale 5814 9,198 -36.8% 9,360
Total loans receivable, net 743,456 728,462 2.1% 576,770
Securities and loans sold but not yet delivered 47,312 1,894 2398.0% 71,750
Total securities and loans 3,637,518 2,962,686 22.8% 2,405,955
Other assets 88,177 77,865 13.2% 79,438
Total assets $3,725,695 $3,040,551 225% $2,485,393
Investments portfolio composition percentages:
Mortgage-backed securities 86.7% 93.8% 95.2%
U.S. Government and agency obligations 7.3% 2.4% 0.2%
P.R. Government and agency obligations 4.1% 2.2% 3.0%
FHLB stock, short-term investments and other debt securities 1.9% 1.6% 1.6%

100.0% 100.0% 100.0%

As of June 30, 2004, the Group had no securities of a single issuer, other than the U.S. Government agencies and corporations including FHLB,
FHMAC and GNMA, that exceeded 10% of consolidated stockhalders” equity.

At June 30, 2004, the Group’s loan portfolio, the second largest category of the Group's interest-earning assets, amounted to $743.5 million, 2.1%
higher than the S728.5 million at June 30, 2003. The Group’s loan portfolio is mainly comprised of residential loans, home equity loans, and com-
mercial loans coliateralized by real estate. As shown in Table 5, the rea! estate mortgage loan portfolic amounted to $650.8 million or 87% of the
loan portfolio as of June 30, 2004, compared to $670.1 million or 91% of the loan portfolio at June 30, 2003. The reduction in the real estate mortgage
loan portfolio was mainly due to an 8.0% decline in mortgage originations from year to year along with a higher level of mortgage loan sales/con-
versions in the secondary market when compared to previous fiscal 2003. The Group sold/converted residential mortgage loans in the secondary
market totaling $228 million in fiscal 2004, or $117 million more than the $111 million sold/converted during previous fiscal 2003.

The second largest component of the Group’s loan portfolio are commercial loans, most of which are collateralized by real estate. At June 30, 2004,
the commercial loan portfolio totaled $81.6 million (11.0% of the Group’s total loan portfolio), a substantial growth of 87.3% when compared to $43.6
million at June 30, 2003 (6.0% of the Group's total loan portfolio). Production of commercial loans increased 46.3%, to $56.4 million compared to
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$38.5 million in the prior fiscal year. The increase reflected the Group’s expansion of its commercial business in the second half with profession-
als and small and mid-sized businesses, and participations in commercial real estate loans.

The consumer loan portfolio totaled $18.7 million (2.0% of total loan portfolio at June 30, 2004), a minor reduction when compared to fiscal 2003 port-
folio of $19.8 million. Consumer loan production declined $0.9 million to $5.8 million, as the Group held back marketing during the first nine months
of fiscal 2004, pending expansion of the business in the fourth quarter, which resulted in a 17.7% increase in production.

The following table summarizes the remaining contractual maturities of the Group's total loans, excluding mortgage loans held for sale, divided to
reflect cash flows as of June 30, 2004. Contractual maturities do not necessarily reflect the actual term of a loan, including prepayments.

{In thousands) Maturities
Balance After one year to five years After five years
outstanding at One Year Fixed Variable Fixed Variable
June 30, 2004 or Less Interest Rates  Interest Rates Interest Rates lnterest Rates
Real estate-mortgage,
mainly residential $644,964 $82,324 $275,492 $ - $287,149 § -
Commercial, mainly real estate 81,572 25,098 5,800 29,461 5,796 5,417
Consumer 18,659 i 13,903 4,434 322
Total $745,195 J $121,325 $295,726 $29,461 $293,267 $5,417

At June 30, 2003, the Group's total assets amounted to $3.041 billion {an increase of 22.4% when compared to $2.484 billion at June 30, 2002). At the
same date, interest-earning assets reached $2.963 billion, up 23.1% versus $2.406 billion a year earlier. An increase in mortgage-backed securities
drove the investment portfolio expansion. Mortgage-backed securities increased 25.1% to $2.093 billion (93.8% of the total investment portfolio)
from $1.673 billion (95.2% of the total investment portfolio) the year before, reflecting the Group strategy of re-balancing its asset mix through sound
and lesser risk asset acquisitions.

At June 30, 2003, the Group's loan portfolio amounted to $728.5 million, 26.3% higher than the $576.8 million at June 30, 2002. In fiscal 2003, the Group
continued focusing on loan originations which are collateralized, primarily residential, commercial and personal foans with mortgage collateral,
while de-emphasizing unsecured personal loans.

Liabilities and Funding Sources

As shown in Table 6, at June 30, 2004, the Group's total liabilities reached $3.431 billion, 20.9% higher than the $2.838 billion reported a year earlier.
interest-bearing liabilities, the Group’s funding sources, amounted to $3.396 billion at the end of fiscal 2003 versus $2.778 billion the year before, a
22.3% increase. The rise in FHLB funds, subordinated capital notes and repurchase agreements drove this growth.

1 EABIHSENGANSIRECEIVABIEICOMPOSITION: 2004 2003 12002 200 Z{K@

Five-Year Period Ended June 30, 2004
{Dollars in thousands)

Secured by real estate, mainly residential $644,964 $660,874 $506,872 $392,492  $370,722
Consumer 18,659 19,826 22,077 22,17 19,698
Commercial, mainly real estate 81,572 43,553 41,205 25,829 24111
Financing leases (1} - 42 295 827 8,785
Loans receivable 745,195 724,295 570,449 441,865 423,322
Allowance for loan losses (7,553) {5,031) (3,039) (2,856) (6,837)
Loans receivable, net 737,642 719,264 567,410 439,009 416,485
Loans held for sale 5,814 9,198 9,360 23,570 180,788
Loans receivable, net $743,456 $728,462 $576,770 $462,579  $597,273
Loans portfolio composition percentages (2):
Real estate-mortgage, mainly residential 87% 91% 89% 89% 64%
Consumer 2% 3% 4% 5% 15%
Commercial, mainly real estate 1% 6% 7% 6% 4%
Financing leases 0% 0% 0% 1% 17%
Total loans receivable 100% 100% 100% 100% 100%

(1} Discontinued in June 2000
(2) Includes loans held for sale
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[M@emwm@@mmm 2004 2003] 2002 J

As of June 30, 2004, 2003 and 2002
{In thousands)

Deposits:
Non-interest bearings deposits § 44622 $ 63919 -30.2% $ 67,142
Now accounts 81,644 68,389 19.4% 43,738
Savings accounts 88,459 92,206 -4.1% 79,269
Certificates of deposit 807,783 817,895 -1.2% 777,083
1,022,508 1,042,409 -1.9% 867,232
Accrued interest 1,841 1,856 -0.8% 1,618
1,024,349 1,044,265 -1.9% 968,850
Borrowings:
Repurchase agreements 1,895,865 1,400,598 35.4% 996,869
FHLB funds 300,000 130,000 130.8% 208,200
Subordinated capital notes 72,166 36,083 100.0% 36,083
Term notes 15,000 15,000 0.0% 15,000
2,283,031 1,581,681 44.3% 1,256,152
Securities purchased but not yet received 89,068 152,219 -41.5% 56,195
Total deposits, borrowings and securities purchased
but not yet delivered 3,396,448 2,178,165 22.3% 2,281,197
Other liabilities 34,580 60,706 -43.0% 37,767
Total liabilities $3,431,028 $2,838,871 20.9% $2,318,964
Deposits pertfolio composition percentages:
Non-interest bearing deposits 4.4% 6.1% 6.9%
Now accounts 8.0% 6.6% 45%
Savings Deposits 8.7% 8.8% 8.2%
Certificates of deposit 78.9% 78.5% 80.4%
100.0% 100.0% 100.0%
Borrowings portfolio composition percentages:
Repurchase agreements 83.0% 88.6% 73.4%
FHLB funds 13.1% 8.2% 16.6%
Subordinated capital notes 3.2% 2.3% 2.9%
Term notes 0.7% 0.9% 1.1%
100.0% 100.0% 100.0%
Securities sold under agreement to repurchase
Amount outstanding at year-end $1,895,865 $1,400,598 $996,869
Daily average outstanding balance $1,597,720 $1,158,243 $998,069
Maximum outstanding balance at any month-end $1,895,865 $1,400,598 $1,148,846
Weighted average interest rate:
For the year 1.12% 1.50% . 2.39%
At year end 1.23% 1.12% 1.84%

Borrowings are the Group's largest interest-bearing liability component. Borrowings consist mainly of diversified funding sources through the use
of FHLB advances and borrowings, repurchase agreements, term notes, subordinated capital notes, and unused lines of credit. At June 30, 2004,
Borrowings amounted to $2.283 billion, 44.3% higher than the $1.582 hillion at June 30, 2003. The increase, mainly in repurchase agreements,
reflects the funding needed to maintain the Group's growth strategy for loans and investment portfolios. Repurchase agreements as of June 30,
2004 amounted to $1.896 billion, a 35.4% increase when compared to $1.401 hillion as of June 30, 2003.

The FHLB system functions as a source of credit for financial institutions that are members of a regional Federal Home Loan Bank. As a member
of the FHLB, the Group can obtain advances from the FHLB, secured by the FHLB stock owned by the Group, as well as by certain of the Group’s
mortgage loans and investment securities. FHLB funds increased 130.8% to $300 million when compared to $130 million a year earlier. This increase
is mainly due to the strategy of extending the maturity of our funding sources to take advantage of alternative lower rate funding sources. All of
these advances mature between July of 2005 and August 2008. Table 6 presents the compaosition of the Group's other borrowings at the end of the
periods analyzed.

At June 30, 2004, deposits, the second largest category of the Group's interest-bearing liabilities reached $1.024 billion, down 1.9% from $1.044 mil-
lion at June 30, 2003. The decrease in deposits primarily reflects the Group's decision to cut back on certificates of deposit in favor of other lower-
cost funding sources.
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At June 30, 2004, the scheduled maturities of time deposits and IRA accounts of $100,000 or more were as follows:

{In thousands)

3 months or less $190,710
Over 3 months through 6 months 68,296
QOver 6 months through 12 months 63,666
QOver 12 months 40,259

Total $362,931

At June 30, 2003, the Group's total liabilities reached $2.838 billion, 22.4% higher than the $2.318 billion reported a year earlier. Interest-bearing lia-
bilities amounted to $2.778 billion at the end of fiscal 2003 versus $2.281 billion the year before, a 21.8% increase. Major increases were in bor-
rowings especially in repurchase agreements as they were the principal source to fund the investment growth. At June 30, 2003, borrowings
amounted to $1.582 billion, 25.9% higher than the $1.256 billion at June 30, 2002.

In the fiscal year ended June 30, 2003, deposits reached $1.044 million, up 7.8% versus the $368.9 million in the fiscal year ended June 30, 2002.
Most of the growth was in time deposits and IRA accounts, with an increase of $40.8 million or 5.3% to $817.9 million as of June 30, 2003, compared
to $777.1 million at June 30, 2002. In addition, an increase of $34.4 miltion or 18.1% in core low cost demand and savings deposits contributed to this
growth as results of the previous year’s advertising campaign to promote these products started to materialize.

Stockholders’ Equity

At June 30, 2004, the Group’s total stockholders’ equity was $294.7 million; an increase of 46.1% from the $201.7 million recorded at June 30, 2003,
which in turn reflects an increase of 21.2% from the $166.4 million recorded as of June 30, 2002. In addition to earnings from operations, this rise
reflects an increase in outstanding serial preferred stock of $33.1 million as a result of the issuance of the Series B Preferred Stock in the first quar-
ter of fiscal 2004 and an increase of $51.6 million, net of expenses, of the issuance of 1,955,000 shares of common stock in the third guarter of fis-
cal 2004, partially offset by an increase of $45.1 miltion in other accumulated comprehensive loss {most of which occurred during the quarter ended
September 30, 2003). Accumulated other comprehensive loss, net, consists of the unrealized loss on derivatives designated as cash flow hedges
and the unrealized gain or loss on investment securities available-for-sale, net of deferred tax. For more of the Group's stockholders’ equity activ-
ity, refer to Table 7 and to the Consolidated Statements of Changes in Stackholders’ Equity and of Comprehensive income included as part of the
Consolidated Financial Statements and Note 2 to such financial statements.

At June 30, 2004, accumulated unrealized loss, net of tax, on derivatives designated as cash flow hedges was $17.1 million, a $24.7 million decrease,
when compared to an accumulated unrealized loss of $41.8 million at June 30, 2003. Accumulated unrealized loss, net of tax, on investment secu-
rities available-for-sale amounted to $28.3 miition at June 30, 2004, after a $69.8 million negative change, when compared with an accumulated
unrealized gain of $41.5 million at June 30, 2003. The accumulated unrealized loss, net of tax, on investment securities available-for-sale at June
30, 2004 includes an unrealized loss amounting to $27.0 million related to securities transferred to the held-to-maturity category, in the first and third
quarter of fiscal 2004. This unrealized loss is amortized over the remaining life of the securities as a yield adjustment.

On November 20, 2003, the Group declared a 10% commaon stock dividend payable from the treasury stock account on January 16, 2004 to holders
of record as of December 31, 2003. This dividend brings to 246,441 shares the number of shares of common stock held by the Group as treasury
stock.

The Group’s common stock is traded on the New York Stock Exchange (NYSE) under the symbol OFG. At June 30, 2004, the Group's market capi-
talization for its outstanding common stock was $595.8 miilion ($27.07 per common share). This represents an increase of 31.3% from $453.7 million
at June 30, 2003 ($22.84 per common share).

The Bank is considered “well-capitalized” under the regulatory framework for prompt corrective action if it meets or exceeds a Tier | risk-based
capital ratio of 6%, a total risk-based capital ratio of 10% and a leverage capital ratio of 5%. In addition, the Group and the Bank should meet the
following minimum capital requirements: a Tier | risk-based capital ratio of 4%, a total risk-based capital ratio of 8% and a leverage capital ratio of
4%. As shown in Table 7 and in Note 2 to the Consolidated Financial Statements, the Group and the Bank comfortably exceed these benchmarks
due to the high level of capital and the quality and conservative nature of its assets.
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TABLE 7 - GACIVAL, DIVIDENDS AND STOER DATR: 0% P |

As of June 30, 2004, 2003 and 2002
(In thousands, except shares data)

Capital data:

Stockholders' equity $294.667 $201,680 46.1% $166,429
Leverage Capital {(minimum required - 4.00%) 11.24% 8.19% 37.2% 7.80%
Total Risk-Based Capital {minimum required - 8.00%) 38.69% 25.00% 54.4% 22.10%
Tier 1 Risk-Based capital (minimum required - 4,00%) 37.98% 24.48% 54.9% 21.76%
Stock data:
Qutstanding common shares, net of treasury {1) 22,007 19,425 13.3% 18,928
Book value (1) $10.30 $9.52 8.2% $1.72
Market Price at end of year (1) $27.07 $23.36 15.9% $18.44
Market capitalization $595,729 $453,660 31.3% $349,116
Common dividend data:
Cash dividends declared $ 11,425 $ 9415 21.3% $ 7,840
Cash dividends declared per share {1) $0.55 $0.49 12.0% $0.42
Payout ratio 19.22% 19.24% -0.1% 21.74%
Dividend yield as of June 30 2.03% 2.10% -3.3% 2.271%

(1) Adjusted to give retroactive effect to the 10% stock dividends declared on the Group's common stock on November 20, 2003.

The following provides the high and fow prices and dividend per share of the Group's stock for each quarter of the last three fiscal periods.
Common stock prices and cash dividend per share were adjusted to give retroactive effect to the stock split and stock dividends declared on
the Group's common stock.

Price Cash
Dividend
High Low Per share
Fiscal 2004:

June 30, 2004 $32.75 $25.59 $0.14
March 31, 2004 $32.50 $24.70 $0.14
December 31, 2003 $26.15 $21.86 $0.14
September 30, 2003 {1) $24.53 $21.21 $0.13

Fiscal 2003 (1):
June 30, 2003 $23.95 $19.69 $0.13
March 31, 2003 $19.75 $18.24 $0.13
December 31, 2002 $18.73 $14.44 $0.13
September 30, 2002 $18.36 $15.09 $0.11

Fiscal 2002 (1):
June 30, 2002 $18.44 $14.58 $0.11
March 31, 2002 $15.82 $12.12 $0.11
December 31, 2001 $13.75 $11.83 $0.10
September 30, 2001 $14.45 $11.11 $0.10

(1) Adjusted to give retroactive effect to the 10% stock dividends declared on the Group's common stock on November 20, 2003.

Group’s Financial Assets

The Group’s total financial assets include the Group’s assets and the assets managed by the Group’s trust division, the retirement plans adminis-
trator subsidiary and the securities broker-dealer subsidiary. At June 30, 2004, such assets reached $6.4 billion — up 13.6% from $5.7 billion at June
30, 2003. The increase was mainly due to an increase of 22.5% in the Group's assets owned, when compared to June 30, 2003, and to an increase
of 9.2% in the equity value of broker-dealer assets gathered, when compared to June 30, 2003. The Group’s financial assets’ principal component
is the assets owned by the Group, of which about 99% are owned by the Group’s banking subsidiary. In fiscal 2003, the Group’s total financial assets
reached $5.7 billion, up 13.8% from $5.0 billion at June 30, 2002.

Another component of financial assets are the assets managed by the Group’s trust division and the retirement plans administrator subsidiary. The
Group’s trust division offers various types of IRA products and manages 401(K) and Keogh retirement plans, custodian and corporate trust
accounts, while Caribbean Pension Consultants, Inc. manages the administration of private pension plans. As of June 30, 2004, total assets man-
aged by the Group's trust division amounted to $1.671 billion, slightly higher than the $1.670 billion at June 30, 2003. As of June 30, 2003, total assets
managed by the Group’s trust division amounted to $1.670 billion, 20.8% higher than the $1.382 billion at June 30, 2002, primarily due to an addition-
al $325.0 million in assets from the then recently acquired subsidiary Caribbean Pension Consultants, Inc. located in Boca Raton, Florida.

The other financial asset component is the assets gathered by the Group’s securities broker-dealer subsidiary. The Group’s broker-dealer sub-
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sidiary offers a wide array of investment alternatives to its client base, such as variable annuities, tax-advantaged fixed income securities, mutu-
al funds, stocks and bonds. At June 30, 2004, total assets gathered by the broker-dealer from its customer investment accounts increased 9.2%, to
$1.1 billion as of June 30, 2004, from $362.9 million as of June 30, 2003. This increase, as mentioned before, is mainly attributable to the overall equi-
ty market recovery experienced during the second half of fiscal 2004. At June 30, 2003, total assets gathered by the broker-dealer from its customer
investment accounts reached $362.9 million, down 13.9% from $1.118 billion at the end of fiscal 2002. ’

Allowance for foan lesses and Non-Performing Assets:

The Group maintains an allowance for loan losses at a level that management considers adequate to provide for potential losses based upon an
evaluation of known and inherent risks. The Group’s allowance for foan losses policy provides for a detailed quarterly analysis of possible [osses.
Refer to details of the methodology in this section for more information. Tables 8 through 12 set forth an analysis of activity in the allowance for
loan losses and presents selected loan loss statistics. In addition, refer to Table 5 for the composition {“mix”) of the foan portfalio.

At June 30, 2004, the Group's allowance for loan losses amounted to $7.5 million or 1.01% of total loans versus $5.0 million or 0.69% of total loans at
June 30, 2003, $3.0 million or 0.52% of total loans at June 30, 2002, and $2.9 million or 0.61% of total loans at June 30, 2001. Residential real state and
commercial loans allowances represent the greatest increases of 120% and 204%, or $2.1 million and $884,000, respectively, when compared with
balances recorded at June 30, 2003. The consumer loans allowance increased by 13.4% or $173,000, when compared to $1.3 million recorded at
June 30, 2003.

The provision for loan losses increased to $4.6 million in fiscal 2004 from $4.2 million in fiscal 2003, from $2.1 million in fiscal 2002, but declined to
$2.9 million in fiscal 2001 when compared to fiscal 2000. The allowance increases in fiscal 2004, 2003 and 2002 are directly related to the overall
loan portfolio growth and the higher level of non-performing loans, mainly to non-performing secured martgage loans and commercial loans. Total
loans receivable increased 2.1% from $733.5 million at the end of fiscal 2003 to $751.0 million at the end of fiscal 2004, At the end of fiscal 2002, total
loans receivable amounted to $579.8 million. Non-performing loans increased 6.9%, from $28.9 million at the end of fiscal 2003 to $30.9 million at the
end of fiscal 2004. At the end of fiscal 2002, non-performing loans amounted to $20.1 million.

The Group follows a systematic methodology to establish and evaluate the adequacy of the allowance for loan losses. This methadology consists
of several key elements.

L pABTERBIAOIWAN CHECRINGANIIGS SESISUMMARY 2004 2003} 2002 200 j2000)

Five-Year Period Ended June 30, 2004
(Dollars in thousands)

Balance at beginning of period $5,031 $3,039 $2,856 $6,837 $9,002
Provision for loan losses 4587 4,190 2,117 2,903 8,150
Net credit losses - see Table 10 {2,065) {2,198) {1,934) {6,884)  (10,315)

Balance at end of period $7,553 $5,031 $3,039 $2,856 $6,837
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\
HABIEORNAIOWANCHEGRITOANIIGS SESIE REAKBGWING . 604 2003 P02) P00g 2000
Residential real estate (1) $3,861 $1,749 $1,178 $ 816 $ 586
Consumer 1,462 1,289 1,486 1,318 1,507
Commercial 1,317 433 284 419 208

Financing leases (2) - 10 73 303 4,491
Unallocated allowance 913 1,550 18 - 45
$7,553 $5,031 $3,039 $2,856 $6,837

Allowance composition:

Residential real estate 51.1% 34.8% 38.8% 28.6% 8.6%
Consumer 19.4% 25.6% 48.9% 46.1% 22.0%
Commercial 17.4% 8.6% 9.3% 14.7% 3.0%
Financing leases (2) 0.0% 0.2% 2.4% 10.6% 65.7%
Unallocated allowance 12.1% 30.8% 0.6% 0.0% 0.7%

100.0% 100.0% 100.0% 100.0% 100.0%

Allowance coverage ratio at end of year

Applicable to:
Real estate - mortgage 0.59% 0.26% 0.23% 0.20% 0.15%
Consumer 7.84% 6.50% 6.73% 5.80% 1.68%
Commercial 1.61% 0.99% 0.69% 1.62% 0.86%
Financing leases (2) 0.00% 23.81% 24.75% 36.64% 4.23%
Unallocated allowance to total loans 0.12% 0.21% 0.00% 0.00% 0.01%
Total allowance to total loans 1.01% 0.69% 0.52% 0.61% 1.13%
Qther selected data and ratios:
Recoveries to net charge-off's 35.6% 29.0% 31.9% 23.8% 23.2%
Allowance coverage ratio to:
Non-performing loans 24.5% 17.4% 15.1% 16.9% 40.5%
Non-real estate non-performing loans 230.3% 217.3% 256.2% 103.4% 82.2%

(1) Includes loans held for sale.
(2) Discontinued in June 2000.

| TRBIE 10 - CTET GREDIT LOSSES STATISTICS: 00y 003 002 aw  am|

Five-Year Period Ended June 30, 2004
{Dollars in thousands)

Real estate

Charge-offs $ (3780 $ (B & (300 $ (77§ (28
Recoveries - - - - -
(378) (5) (30) (77) (28)
Consumer
Charge-offs (2,563) (2,928) (2,389) (3,289) (8,411}
Recoveries 832 606 566 1,352 1,737
{(1,731) (2,322) (1,823) (1,471) (6,197)
Commercial
Charge-offs {249) {24 - (222) {45)
Recoveries 139 63 42 58 102
(110) 38 42 {164) 57
Financing leases (1)
Charge-offs (17 (138) (420) (5,442) (4,938)
Recoveries i 228 297 736 1,268
154 90 {123) (4,706) (3,670)
Net credit losses
Total charge-offs (3,207) {3,095) (2,839) {9,030) (13,422)
Total recoveries 1,142 897 905 2,146 3,107
$ (20650 $ (2198) § (1,934) $ (6.884) $(10,315)
Net credit lesses (recoveries) to average loans:
Real estate 0.06% 0.00% 0.01% 0.02% 0.01%
Consumer 9.70% 11.97% 8.46% 7.54% 4.95%
Commercial 0.19% -0.10% -0.13% 0.72% -0.27%
Financing leases (1) 1100.00% -50.85% 22.20% 95.90% 3.86%
Total 0.28% 0.33% 0.35% 1.55% 1.79%
Average loans (2):
Real estate $662,590 $608,189 $495,631 $401,916  $335,353
Consumer 17,853 19,404 21,549 19,517 125,199
Commercial 57,047 40,477 31,345 22,926 21,066
Financing leases (1) 14 177 554 4,907 95,012
Total $737,504 $668,070 $549,079  $444,359  $576,630

(1) Discontinued in June 2000.
{2) Includes loans held for sale.
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TRBIEE 19 - DNFEFRRIEIE ASSES: 2003 2003) 2002} 12003 12000

Five-Year Period Ended June 30, 2004
(Dollars in thousands)

Non-performing assets:
Non-perfarming loans

Non-accruing loans $23,714 $10,350 $10,196 $6,537 $8,844
Accruing loans over 90 days past due 1,224 18,532 9,920 10,366 8,031
"Total non-performing loans {see Table 12 below) 30,938 28,882 20,116 16,903 16,875
Foreclosed real estate 888 536 476 847 398
Repossessed autos and equipment - - - 107 554
Total non-performing assets $31,826 $29,418 $20,592 $17,857  $17,827
Non-performing assets to total assets 0.85% 0.97% 0.83% 0.88% 0.96%
Interest which could have recorded in the period
if the loans had not been classified as non-accruing loans $843 $648 $724 $664 $851
TNER- 12003 2003} 2002 200 12000]

Five-Year Period Ended June 30, 2004
{Dollars in thousands)

Non-performing loans:

.Residential real estate $27,651 $26.,567 $18,930 $14,140 $ 8,552
Commercial, mainly real estate 2,954 1,798 585 1,535 901
Consumer 333 498 454 588 1,544
Financing leases (1) - 19 147 640 5,878

Total $30,938 $28,882 $20,116 $16,903 $16,875
Non-performing loans composition percentages:
Residential real estate 89.4% 92.0% 94.1% 83.7% 50.7%
Commercial, mainiy real estate 9.6% 6.2% 2.9% 9.1% 5.3%
Consumer 1.1% 1.7% 23% 3.5% 9.2%
Financing leases (1) 0.0% 0.1% 0.7% 3.8% 34.8%
Total 100.0% 100.0% 100.0% 100.0% 100.0%

Non-performing loans to:

Total loans 4.12% 3.94% 3.47% 3.63% 2.79%
Total assets 0.83% 0.95% 0.81% 0.83% 0.91%
Total capital 10.50% 14.32% 12.09% 14.89% 14.32%

(1) Discontinued in June 2000.

The allowance for loan losses is evaluated on a regular basis by management and is based upon management's periodic review of the collectability
of the loans in light of historical experience, the nature and volume of the loan portfolio, adverse situations that may affect the borrower’s ability to
repay, estimated value of any underlying collateral and prevailing economic conditions. This evaluation is inherently subjective, as it requires esti-
mates that are susceptible to significant revision as more information becomes available.

Larger commercial loans that exhibit potential or observed credit weaknesses are subject to individua! review and grading. Where appropriate,
allowances are allocated to individual loans based on management's estimate of the borrower’s ability to repay the loan given the availability of
collateral, other sources of cash flow and iegal options available to the Group.

Included in the review of individual loans are those that are impaired. A loan is considered impaired when, based on current information and
events, it is probable that the Group will be unable to collect the scheduled payments of principal or interest when due according to the contrac-
tual terms of the loan agreement. Impaired loans are measured based on the present value of expected future cash flows discounted at the loan's
effective interest rate, or as a practical expedient, at the observable market price of the loan or the fair value of the collateral, if the loan is collat-
eral dependent. Loans are individually evaluated for impairment, except large groups of small balance, homogeneous loans that are collectively
evaluated for impairment and for loans that are recorded at fair value or at the lower of cost or market. The Group measures for impairment all
commercial loans over $250,000. The portfolios of residential mortgages and consumer loans are considered homogeneous and are evaluated col-
lectively for impairment. At June 30, 2004, the Group determined an impairment allowance of $107,236 for those loans evaluated for impairment. For
the preceding four fiscal years no specific impairment allowance was required.

For loans that are not individually graded, the Group uses a methodology that follows a loan credit risk rating process that involves dividing loans
into risk categories. The following are the credit risk categories (established by the FDIC Interagency Policy Statement of 1993) used:

1. Pass - loans considered highly collectible due to their repayment history or current status {to be in this category a loan cannot be more than 30
days past due).
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2. Special Mention - loans with potential weaknesses that deserve management’s close attention. If left uncorrected, these potential weaknesses
may result in deterioration of the repayment prospects of the loan.

3. Substandard - loans inadequately protected by the current net worth and paying capacity of the obligor or of the collateral pledged, if any. They
are characterized by the distinct possibility that the institution will sustain some (oss if the deficiencies are not corrected.

4. Doubtful - loans that have all the weaknesses inherent in substandard, with the added characteristic that collection or liquidation in full is high-
ly questionabte and improbable.

5. Loss - loans considered uncollectible and of such little value that their continuance as bankable assets is not warranted.

The Group, using an aged-based rating system, applies an overall allowance percentage to each loan portfolio category based on historical cred-
it losses adjusted for current conditions and trends. This delinquency-based calculation is the starting point for management's determination of
the required level of the allowance for loan losses. Other data considered in this determination includes:

1. Overall historical loss trends; and

2. Other information, including underwriting standards, economic trends and unusual events.

Loan loss ratios and credit risk categories, are updated quarterly and are applied in the context of accounting principles generally accepted in the
United States of America ("GAAP”} and the Joint Interagency Guidance on the importance of depository institutions having prudent, conservative,
but not excessive loan loss allowances that fall within an acceptable range of estimated losses. While management uses available information in
estimating possible loan losses, future changes to the allowance may be necessary based on factors beyond the Group’'s control, such as factors
affecting general economic conditions.

An unallocated allowance is established recognizing the estimation risk associated with the aged-based rating system and with the specific
allowances. It is based upon management’s evaluation of various conditions, the effects of which are not directly measured in determining the
aged-based rating system and the specific allowances. These conditions include then-existing general economic and business conditions affect-
ing our key lending areas; credit quality trends, including trends in nan-performing loans expected to result from existing conditions, collateral val-
ues, loan volumes and concentrations, seasoning of the loans portfolio, recent loss experience in particular segments of the portfolio, regulatory
examination results, and findings by the Group’s management. The evaluation of the inherent loss regarding these conditions involves a higher
degree of uncertainty because they are not identified with specific problem credits or portfolic segments.

During fiscal 2004, net credit losses amounted to $2.01 million, a 6.05% decrease when compared to $2.2 million reported for fiscal 2003. This result
reflects net credit losses increases in residential real estate and commercial loans of $373,000 and $149,000, respectively, which were offset by a
reduction of $591,000 in net credit losses related to consumer loans.

The Group's non-performing assets include non-performing loans, foreclosed real estate and other repossessed assets (see Tables 11 and 12). At
June 30 2004, the Group’s non-performing assets totaled $31.8 million (0.85% of total assets) versus $29.4 million (0.97% of total assets) at June 30,
2003. At June 30, 2002, non-performing assets amounted to $20.6 million (0.83% of total assets). This increase was principally due to a higher level
of non-performing real estate and commercial loans, which are mostly secured by real estate. Foreclosed real estate properties increased by 65.7%
when compared to $536,000 reported on June 30, 2003.

At June 30, 2004, the allowance for loan losses to nan-performing loans coverage ratio was 24.4% (17.4% at June 30, 2003. Excluding the lesser-
risk real estate loans, the ratio is much higher, 230.3% {217.3% at June 30, 2003).

Detailed information concerning each of the items that comprise non-performing assets follows:

* Real estate loans - are placed in non-accrual status when they become 365 days or more past due and are written- down, if necessary, based
on the specific evaluation of the collateral underlying the loan. At June 30, 2004, the Group’s non-performing real estate loans totaled $27.7 mil-
lion (89.4% of the Group’s non-performing loans, compared to $26.6 miliion or 92.0% at June 30, 2003, and to $18.9 million or 94.1% at June 30,
2002). Non-performing loans in this category are primarily residential mortgage loans. Based on the value of the underlying collateral and the
loan-to-value ratios, management considers that no significant losses will be incurred on this portfolio.

+ Commercial business loans - are placed in non-accrual status when they become 90 days or more past due and are charged-off based on the
specific evaluation of the underlying collateral. At June 30, 2004, the Group’s non-performing commercial husiness loans amounted to $3.0 mil-
lion (9.6% of the Group’s non-performing loans, compared to $1.8 miltion or 6.2% at June 30, 2003, and $585,000 or 2.9% at June 30, 2002). Most
of this portfalio is also collateralized by real estate and no significant losses are expected.

» Consumer loans - are placed in non-accrual status when they become 90 days past due and charged-off when payments are delinquent 120 days.
At June 30, 2004, the Group’s non-performing consumer loans amounted to $333,000 (1.1% of the Group’s tatal non-performing loans, compared
to $498,000 or 1.7% at June 30, 2003, and $454,000 or 2.3% at June 30, 2002).

¢ Finance leases - are placed in non-accrual status when they become 90 days past due. There are not non-performing financing leases at June
30, 2004. At June 30, 2003, the Group's non-performing financing leases portfolio amounted to $19,000 {0.1% of the Group's total non-perfarming
loans, compared to $147,000 or 0.7% at June 30, 2002, and $640,000 or 3.8% at June 30, 2001). The underlying collateral secures these financing
leases. As reported, the Group discontinued leasing operations on June 30, 2000.
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« Foreclosed real estate - is initially recorded at the lower of the related loan balance or fair value at the date of foreclosure. Any excess of the
loan balance over the fair market value of the property is charged against the allowance for loan losses. Subsequently, any excess of the car-
rying value over the estimated fair market value less selling cost is charged to operations. Management is actively seeking prospective buyers
for these foreclosed real estate properties. Foreclosed real estate balance amounted to $888,000 at June 30, 2004, $536,000 at June 30, 2003 and
$476,000 June 30, 2002.

Contractual Obligations and Commercial Commitments

As disclosed in the notes to the Consolidated Financial Statements, the Group has certain obligations and commitments to make future payments
under contracts. At June 30, 2004, the aggregate contractual obligations and commercial commitments are:

Payments Due by Period (Dollars in thousands) Total Less than 2-5 years After 5
1 year years
CONTRACTUAL OBLIGATIONS:
Securities sold under agreements to repurchase $1,895,865 $1,895,865 $ - 3 -
Advances from FHLB 300,000 . - 250,000 50,000
Term notes 15,000 - 15,000 -
Subordinated capital notes 72,166 - - 72,166
Annual rental commitments under noncancelable operating lgases 14,347 1,983 6,578 5,786
Total $2,297,378 $1,897,848 $271,578 $127,952
OTHER COMMERCIAL COMMITMENTS:
Lines of credit $18,382 518,382 $ - $ -
Commitments to extend credit 10,273 10,273 - -
Total $ 28,655 $ 28,655 $ - $ -

Such commitments will be funded in the normal course of business from the Bank's principal sources of funds. At June 30, 2004, the Bank had $553.7
million in time deposits and IRA accounts that mature during the following twelve months. The Bank does not anticipate any difficulty in retaining
such deposits.

Impact of inflation and Changing Prices

The financial statements and related data presented herein have been prepared in accordance with accounting principles generally accepted in
the United States of America which require the measurement of financial position and operating resuits in terms of historical doflars without con-
sidering changes in the relative purchasing power of money over time due to inflation.

Unlike most industrial companies, virtually all of the assets and liabilities of a financial institution are monetary in nature. As a result, interest rates
have a more significant impact on a financial institution’s performance than the effects of general levels of inflation. Interest rates do not neces-
sary move in the same direction or with the same magnitude as the prices of goods and services since such prices are affected by inflation.

Quantitative and Qualitative Disclosures About Market Risk

Interest Rate Risk and Asset/Liability Management

The Group's interest rate risk and asset and liability management is the responsibility of the Asset and Liability Management Committee ("ALCO"),
which reports to the Board of Directors and is composed of members of the Group’s senior management. The principal objective of ALCO is to
enhance profitability while maintaining appropriate levels of interest rate and liquidity risks. ALCO is also involved in formulating economic pro-
jections and strategies used by the Group in its planning and budgeting process. It oversees the Group’s sources, uses and pricing of funds.

Interest rate risk can be defined as the exposure of the Group’s operating results or financial position to adverse movements in market interest
rates, which mainly occurs when assets and liabilities reprice at different times and at different rates. This difference is commonly referred to as
a "maturity mismatch” or “gap”. The Group employs various techniques to assess the degree of interest rate risk.

The Group is liability sensitive due to its fixed rate and medium to long-term asset composition being funded with shorter-term repricing liabilities.
As a result, the Group utilizes various derivative instruments for hedging purposes, such as interest rate swap agreements. These transactions
involve both credit and market risk. The notional amounts are amounts on which calculations and payments are based. Notional amounts do not
represent direct credit exposures. Direct credit exposure is limited to the net difference between the calculated amounts to be received and paid,
if any. The actual risk of loss is the cost of replacing, at market, these contracts in the event of default by the counterparties. The Group controls
the credit risk of its derivative financial instrument agreements through credit approvals, limits, monitoring procedures and collateral, when con-
sidered necessary.

The Group generally uses interest rate swaps and interest rate options, such as caps and options, in managing its interest rate risk exposure. The
swaps were executed to convert short-term borrowings into fixed rate liabilities for longer periods and provide protection against increases in
short-term interest rates. Under these swaps, the Group pays a fixed monthly ar quarterly cost and receives a floating monthly or quarterly pay-
ment based on LIBOR. Floating rate payments received from the swap counterparties correspond to the floating rate payments made on the short-
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term borrowings thus resulting in a net fixed rate cost to the Group (cash flow hedging instruments used to hedge a forecasted transaction). Under
the caps, the Group pays an up front premium or fee for the right to receive cash flow payments in excess of the predetermined cap rate; thus,
effectively capping its interest rate cost for the duration of the agreement.

The Group's swaps, excluding those used to manage exposure to the stock market, and caps outstanding and their terms at June 30, 2004 and 2003
are set forth in the table below:

(Dollars in thousands) 2004 2003
Swaps:

Pay fixed svvaps notional amount $900,000 $650,000
Weighted average pay rate — fixed 347% 397%
Weighted average receive rate — floating 1.25% 1.24%
Maturity in months 3t0 76 11088
Floating rate as a percent of LIBOR 100% 100%
Caps:

Cap agreements notional amount - §75,000
Cap rate - 4.50%
Current 90 day LIBOR - 1.31%
Maturity in months - 10

The Group offers its customers certificates of deposit with an option tied to the performance of the Standard & Poor's 500 stock market index. At
the end of five years, the depositor will receive a specified percentage of the average increase of the month-end value of the stock index. If the
index decreases, the depositor receives the principal without any interest. The Group uses swap and option agreements with major money center
banks and major broker-dealer companies to manage its exposure to changes in those indexes. Under the terms of the option agreements, the
Group will receive the average increase in the month-end value of the corresponding index in exchange for a fixed premium. Under the term of the
swap agreements, the Group will receive the average increase in the month-end value of the corresponding index in exchange for a quarterly fixed
interest cost. The changes in fair value of the options purchased, the swap agreements and the options embedded in the certificates of deposit are
recorded in earnings.

Derivatives instruments are generally negotiated over-the-counter ("OTC”) contracts. Negotiated OTC derivatives are generally entered into
between two counterparties that negotiate specific agreement terms, including the underlying instrument, amount, exercise price and maturity.

Information pertaining to the notional amounts of the Group's derivative financial instruments as of June 30, 2004 and 2003 is as follows:

Notional Amount (In thousands) 2004 2003

Type of Contract:

Cash Flows Hedging Activities - Interest rate swaps used
to hedge securities sold under agreement to repurchase $900,000 $650,000

Derivatives Not Designated as Hedge:
Interest rate swaps used to manage exposure to the

stock market on stock indexed deposits $ - $ 7450

Purchased options used to manage exposure to the

stock market on stock indexed deposits 227,260 232,800

Embedded options on stock indexed depaosits 218,884 229,574

Caps - 75,000
$446,144 $ 544,824

At June 30, 2004, the cantractual maturities of interest rate swaps and caps, and equity indexed optians, by fiscal year were as follows:

(In thousands) Cash Flow Equity Indexed Equity
Hedging Options and Indexed
Year Ending June 30, Swaps Swaps Purchased Options Sold Total
2005 $ 50,000 $51,000 $48,376 $149,376
2006 250,000 54,150 52,958 357,108
2007 450,000 58,430 55,941 564,431
2008 - 35,860 34,259 70,119
2009 - 27,760 27,350 55,110
201 150,000 - - 150,000
$900,000 $227,260 $218,884 $1.346,144
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“Derivatives Activities” were charged to earnings and reflected in the Consolidated Statements of Income as part of non-interest revenues. For fis-
cal 2004 gains amounted to $11,000 in contrast to $4.0 million in losses recorded in fiscal year 2003. Unrealized gain of $11.1 million and unrealized
loss of $36.3 million, on derivatives designated as cash flow hedges were included in other comprehensive income for fiscal 2004 and 2003, respec-
tively. No ineffectiveness was charged to earnings during fiscal 2004 and $17,000 was credited to earnings during fiscal 2003.

At June 30, 2004 and 2003, the fair value of derivatives was recognized as either assets or liahilities in the Consolidated Statements of Financial
Condition as follows: the purchased options used to manage the exposure to the stock market on stock indexed depaosits represented an asset of
$16.5 million and $6.8 million, respectively, recorded in other assets; and the options sold to customers embedded in the certificates of deposit rep-
resented a liability of $16.2 million and $7.2 million, respectively, recorded in deposits. The fair value of the interest rate swaps represented a lia-
bility of $13.8 million and $42.8 million, respectively, presented in “Accrued expenses and other liabilities”.

The Group is exposed to a reduction in the level of Net Interest Income {("NII”) in a rising interest rate environment. NIl will fluctuate with changes
in the levels of interest rate affecting interest-sensitive assets and fiabilities. Both hypothetical rate scenarios consider a gradual change of 200
basis points during the twelve-month period. The decreasing rate scenario has a floor of 1%. This floor causes liabilities (already around 1%} to
have little cost reduction, while the assets do have a decrease in yields, causing a small loss in declining rate simulations. These estimated
changes are within the policy guidelines established by the Board of Directors. If (1) the rates in effect at year end remain constant, or increase or
decrease on an instantaneous and sustained change of plus or minus 200 basis points, and (2) all scheduled repricing, reinvestments and estimated
prepayments, and reissuances are constant, or increase or decrease accordingly; NIl will fluctuate as shown on the following table:

Change in Interest rate Expected NII {1) Amount Change Percent Change
June 30,2004:
Base Scenario

Flat $133,430 $ - 0.00%
+ 200 Basis points $123,552 $(9,878 -7.40%
- 50 Basis points 132,876 $ {554) -0.42%

June 30,2003:

Base Scenario
Flat $ 98,424 $ - 0.00%
+ 200 Basis points $ 93,731 $(4,693) -4.77%
- 200 Basis points § 93,284 $ (5,140) -5.22%

(1) The NIl figures exclude the effect of the amortization of loan fees.

Liquidity Risk Management

The objective of the Group’s asset and liability management function is to maintain consistent growth in net interest income within the Group's pol-
icy limits. This objective is accomplished through management of the Group's balance sheet composition, liquidity, and interest rate risk exposure
arising from changing economic conditions, interest rates and customer preferences.

The goal of liquidity management is to provide adequate funds to meet changes in loan demand or unexpected deposit withdrawals. Thisis accom-
plished by maintaining liquid assets in the form of investment securities, maintaining sufficient unused borrowing capacity in the national money
markets and delivering consistent growth in core deposits. As of June 30, 2004, the Group had approximately $2.85 billion in investments available
to cover liquidity needs. Additional asset-driven liquidity is provided by securitizable loan assets. These sources, in addition to the Group’s 11.2%
average equity capital base, provide a stable funding base.

In addition to core deposit funding, the Group also accesses a variety of other short-term and long-term funding sources. Short-term funding
sources mainly include securities sold under agreements to repurchase. Borrowing funding source limits are determined annually by each count-
er-party and depend on the Bank’s financial condition and delivery of acceptable collateral securities. The Bank may be required to provide addi-
tional collateral based on the fair value of the underlying securities. The Group also uses the FHLB as a funding source, issuing notes payable,
such as advances, through its FHLB member subsidiary, the Bank. This funding source requires the Bank to maintain a minimum amount of qual-
ifying collateral with a fair value of at least 110% of the outstanding advances. At June 30, 2004, the Group has an additional borrowing capacity
with the FHLB of $27.6 million.

In addition, the Bank utilizes the National Certificate of Deposit (“CD”) Market as a source of cost effective deposit funding in addition to local mar-
ket deposit inflows. Depositors in this market consist of credit unions, banking institutions, CD brokers and some private corporations or non-prof-
it organizations. The Bank’s ability to acquire brokered deposits can be restricted if it becomes in the future less than well capitalized. An ade-
quately-capitalized bank, by regulation, may not accept deposits from brokers unless it applies for and receives a waiver from the FBIC.

As of June 30, 2004, the Bank had line of ¢redit agreements with other financial institutions permitting the Bank to borrow a maximum aggregate
amount of $25.0 millien (no borrowings were made during the year ended June 30, 2004 under such lines of credit). The agreements provide for
unsecured advances to be used by the Group on an overnight basis. Interest rate is negotiated at the time of the transaction. The credit agree-
ments are renewable annually.
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The Group’s liquidity targets are reviewed monthly by the ALCO Committee and are based on the Group’s commitment to make loans and invest-
ments and its ability to generate funds.

The Bank’s investment portfolio at June 30, 2004 had an average maturity of 241 months. However, no assurance can be given that such levels will
be maintained in future periods.

The principal source of funds for the Group are dividends from the Bank. The ability of the Bank to pay dividends is restricted by regulatory author-
ities {see "Dividend Restrictions” under “Regulation and Supervision™). Primarily, through such dividends the Group meets its cash obligations and
pays dividends to its common and preferred stockholders. Management believes that the Group will continue to meet its cash obligations as they
become due and pay dividends as they are declared.

Changes in statutes and regulations, including tax laws and rules

The Group, as a Puerto Rico-chartered financial holding company, and its subsidiaries, are each subject to extensive federal and local govern-
mental supervision and regulation relating to its banking, securities and insurance business. The Group also benefits from favorable tax treatment
under regulations relating to the activities of its international banking entities. In addition, there are laws and other regulations that restrict trans-
actions between the Group and its subsidiaries. Any change in such tax or other regulations, whether by applicable regulators or as a result of leg-
islation subsequently enacted by the Congress of the United States or the Legislature of Puerto Rico, could adversely affect the Group's profits and
financial condition.

Puerto Rico international banking entities, or IBE's, are currently exempt from taxation under Puerto Rico law. Recently, Puerto Rico enacted a law
amending the IBE Act. This law imposes income taxes at normal statutory rates on each IBE that operates as a unit of a bank, if the IBE's net
income generated after December 31, 2003 exceeds 40 percent of the bank’s net income in the taxable year commenced on July 1, 2003, 30 per-
cent of the bank’s net income in the taxable year commencing on July 1, 2004, and 20 percent of the bank’s net income in the taxable year com-
mencing on July 1, 2005, and thereafter. It does not impose income taxation on an IBE that operates as a subsidiary of a bank.

The Group has an IBE that operates as a unit of the Bank. In November 2003, the Group organized a new IBE that operates as a subsidiary of the
Bank. The Bank transferred as of January 1, 2004, substantially all of the Bank's IBE assets to the new IBE subsidiary. Although this transfer of IBE
assets allows the Group to continue enjoying tax benefits, there cannot be any assurance that the IBE Act will not be modified in the future in a
manner to reduce the tax benefits available to the new IBE subsidiary.

Critical Accounting Policies

The consolidated financial statements of the Group are prepared in accordance with GAAP and with general practices within the financial indus-
try. In preparing the consolidated financial statements, management is required to make estimates and assumptions that affect the reported
amount of assets and liabilities and disclosure of contingent assets and liabilities at the date of the consolidated financial statements and the
reported amount of revenues and expenses during the reporting period. Actual results could differ from those estimates. The Group believes that
of its significant accounting policies, the following may involve a higher degree of judgement and complexity.

* Allowance for Loan Losses - The Group assesses the overall risks in its loan portfolio and establishes and maintains a reserve for probable loss-
es thereon. The allowance for loan losses is maintained at a level sufficient to provide for estimated loan losses based on the evaluation of known
and inherent risks in the Group’s loan portfolio. The Group’s management evaluates the adequacy of the allowance for loan losses on a quarterly
basis. Based on current and expected economic conditions, the expected level on net loan losses and the methodology established to evaluate
the adequacy of the allowance for loan losses, management considers that the allowance for loan losses is adequate to absorb probable losses
on its loan portfelio. In determining the allowance, management considers the portfolio risk characteristics, prior loss experience, prevailing and
projected economic conditions and loan impairment measurements. Any significant changes in these considerations would have an impact on
the allowance for loan losses. See Financial Condition — Allowance for Loan Losses and Non-Performing Assets and Note 1 to the consolidated
financial statements — Summary of Significant Accounting Policies for a detailed description of the Group’s estimation process and methodolo-
gy related to the allowance for loan losses.

Income Taxes - In preparing the consolidated financial statements, management of the Group is required to estimate income taxes. This involves
an estimation of current tax expense together with an assessment of temporary differences resulting from differences between the carrying
amounts of assets and liabilities for financial reporting purposes and the amounts used for income tax purposes. The determination of current
tax expense involves estimates and assumptions that require the Group to assume certain positions based on its interpretation of current tax reg-
ulations. Changes in assumptions affecting estimates may be required in the future and estimated tax liabilities may need to be increased or
decreased accordingly. The determination of deferred tax expense or benefit is based on changes in the carrying amounts of assets and liabil-
ities that generate temporary differences. The carrying value of the Group's net deferred tax assets assumes that the Group will be able to gen-
erate sufficient future taxable income based on estimates and assumptions. If these estimates and related assumptions change in the future, the
Group may be required to record or adjust valuation allowances against its deferred tax assets resulting in additional income tax expense in the
consolidated statements of income.

¢ Financial Instruments - Certain financial instruments including derivatives, hedged items and investment securities available-for-sale are record-
ed at fair value and unrealized gains and losses are recorded in other comprehensive income or other gains and losses as appropriate. Fair val-
ues are based on listed market prices, if available. If listed market prices are not available, fair value is determined based on other relevant fac-
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tors inciuding price quotations for similar instruments. Fair value for certain derivative contracts are derived from pricing models that consider
current market and contractual prices for the underlying financial instruments as well as time valued and yield curve or volatility factors under-
lying the positions. See Note 1 to the consolidated financial statements — Summary of Significant Accounting Policies for a detailed description
of the Group's estimation process and methodology related to the financial instruments.

New Accounting Developments

Interpretation No. 46 (“FIN No. 46), Consolidation of Variable Interest Entities, an interpretation of ARB No. 51

In January 2003, the Financial Accounting Standards Board ("FASB”) Issued FASB Interpretation No. 46, “Consolidation of Variable Interest Entities,
an interpretation of ARB No. 51.” FIN No. 46 addresses consolidation by business enterprises of variable interest entities. FIN No. 46 requires an
enterprise to consolidate a variable interest entity if that enterprise has a variable interest that will absorb a majority of the entity's expected loss-
es if they occur, receive a majority of the entity’s expected residual returns if they occur, or both. A variable interest entity is a corporation, part-
nership, trust, or any other legal structure used for business purposes that either (a) does not issue voting interests (or other interests with similar
rights) or {b) the total equity investment at risk is not sufficient to permit the entity to finance its activities. Qualifying Special Purpose Entities are
exempt from the consolidation requirements.

The Group adopted FIN No. 46 in the second quarter of fiscal 2004. FIN No. 46 requires the Group to deconsolidate its investments in the Statutory
Trust | and the Statutory Trust |1, which were presented on a consolidated basis in previous financial statements. As a result of the adoption of FIN
No. 46, the subordinated deferrable interest debentures issued by the Group are accounted for as a liability denominated as subordinated capital
notes on the consolidated statements of financial condition. Interest on these subordinated capital notes and the amortization of related issuance
costs are accounted for as interest expense on an accrual basis. FIN No. 46 was adopted by restating previously issued financial statements which
resulted in increasing total assets and total liabilities by $1.1 million as of June 30, 2003, and did not had any effect on the Group’'s net income for
any period.

The trust redeemable preferred securities are treated as Tier-1 capital for regulatory purposes. In July 2003, the Board of Governors of the Federal
Reserve System {the “Federal Reserve Board”) issued a supervisory letter instructing bank holding companies to continue to inciude the trust pre-
ferred securities in their Tier 1 capital for regulatory capital purposes until notice is given to the contrary. The Federal Reserve Board intends to
review the regulatory implications of any accounting treatment changes and, if necessary or warranted, provide further appropriate guidance.

SFAS No. 149, Amendment of Statement 133 on Derivative Instruments and Hedging Activities

In April 2003, the FASB issued Statement of Financial Accounting Standards {“SFAS”) No. 149, “Amendment of Statement 133 on Derivative
Instruments and Hedging Activities”. This Statement amends and clarifies financial accounting and reporting for derivative instruments, including
certain derivative instruments embedded in other contracts (collectively referred to as derivatives) and for hedging activities under FASB
Statement No. 133, "Accounting for Derivative Instruments and Hedging Activities”. This Statement is effective for contracts entered into or mod-
ified after June 30, 2003, and for hedging relationships designated after June 30, 2003. Implementation of SFAS No. 149 did not have a significant
effect on the Group’s financial condition or results of operations.

SFAS No. 150, Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity”. This
Statement establishes standards for how an issuer classifies and measures in its statement of financial condition certain financial instruments with
characteristics of both liabifities and equity. It reguires that an issuer classify a financial instrument that is within its scope as a liability {or an asset
in some circumstances) because that financial instrument embodies an obligation of the issuer. This Statement is effective for financial instruments
entered into or modified after May 31, 2003, and otherwise is effective at the beginning of the first interim period beginning after June 15, 2003.
Implementation of SFAS No. 150 did not have a significant effect on the Group’s financial condition or results of operations.

SOP No. 03-3, Accounting for Certain Loans or Debt Securities Acquired in a Transfer

In November 2003, the Accounting Standards Executive Committee issued the Statement of Pasition {SOP) No. 03-3, “Accounting for Certain Loans
or Debt Securities Acquired in a Transfer.” This statement addresses accounting for differences between contractual cash flows and cash flows
expected to be collected from an investor’s initial investment in loans or debt securities {loans) acquired in a transfer if those differences are attrib-
utable, at least in part, to credit quality. This SOP does not apply to loans originated by the entity. This SOP prohibits “carrying over” or creation of
valuation alfowances in the initial accounting of all loans acquired in a transfer that are within the scope of this SOP. The prohibition of the valua-
tion allowance carryover applies to the purchase of an individual loan, a pool of loans, a group of loans, and loans acquired in a purchase busi-
ness combination. This SOP is effective for loans acquired in fiscal years beginning after December 15, 2004. Management believes that the adop-
tion of this statement will not have a material effect on the Group’s consolidated financial statements.

EITF 03-1, The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments

In March 2004, the Emerging Issues Task Force reached a consensus on lssue 03-1, The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments” {“Issue 03-1"). The Task Force reached a consensus on an other-than-temporary impairment model for debt
and equity securities accounted for under Statement of Financial Accounting Standards No. 115, Accounting for Certain Investments in Debt and
Equity Securities” and cost method investments. The basic model developed by the Task Force in evaluating whether an investment within the
scope of Issue 03-1 is other-than-temporary impaired must be applied on a security-by-security basis as follows: Step 1: Determine whether an
investment is impaired. An investment is considered impaired if its fair value is less than its cost. Step 2: Evaluate whether an impairment is other-
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than-temporary. For equity securities and debt securities that can contractually be prepaid or otherwise settled in such a way that the investor
would not recover substantially all of its cost, an impairment is presumed to be other-than-temporary unless: the investor has the ability and intent
to hold the investment for a reasonable period of time sufficient for a forecasted market price recovery of the investment, and evidence indicating
that the cost of the investment is recoverable within a reasonable period of time cutweighs evidence to the contrary. For other debt securities, an
impairment is deemed other-than-temporary if: the investor does not have the ability and intent to hold the investment until a forecasted market
price recovery (may mean until maturity), or it is probable that the investor will be unable to collect all amounts due according to the contractual
terms of the debt security. Step 3: If the impairment is other-than-temporary, recognize in earnings an impairment loss equal to the difference
between the investment's cost and its fair value. The fair value of the investment then becomes the new cost basis of the investment and cannot
be adjusted for subsequent recoveries in fair value, unless required by other authoritative literature.

EITF 03-1 is effective prospectively for all relevant current and future investments in reporting pericds beginning after June 15, 2004. The imple-
mentation of EITF 03-1 did not have a significant effect on the Group’s financial condition or results of operations.

SAB 105, Application of Accounting Principles to Loan Commitments

On March 9, 2004, the SEC issued Staff Accounting Bulletin 105, “Application of Accounting Principles to Loan Commitments,” (SAB 105) to inform
registrants of the Staff's view that the fair value of the recorded loan commitments should not consider the expected future cash flows related to
the associated servicing of the future loan. The provisions of SAB 105 must be applied to loan commitments accounted for as derivatives that are
entered into after March 31, 2004. The staff will not object to the application of existing accounting practices to loan commitments accounted for
as derivatives that are entered into on or before March 31, 2004, with appropriate disclosures. The adoption of SAB 105 did not have an impact on
the Group's financial condition or results of operations.
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Fiscal Years Ended June 30, 2004 and 2003
{Dollars in Thousands)

FISCAL 2004
Interest income $37,365 $42,085 $42,447 $42,488  $164,385
Interest expense (18,467) {19,139) (19,691) (19,877) _ (77.174)
Net interest income 18,898 22,946 22,756 22,611 87.211
Provision for loan losses 1,340 1,014 1,050 1,183 4,587
Net interest income after provision for foan losses 17,558 21,932 21,706 21,428 82,624
Non-interest income 12,942 9,357 11,199 12,536 46,034
Non-interest expenses 15,381 14,603 14,997 14,451 59,432
Income before taxes 15,118 16,686 17,908 19,513 69,226
Income tax expense {1,560) {998) {1,585) {1,434) {5,577)
Net income 13,559 15,688 16,323 18,079 63,649
Less: Dividends on preferred stock {597) {1,200) {1,200} {1,201) {4,198}
Net income available to common shareholders $12,962 $14,488 $15,123 $16,878  $59,451
Per share data {1):
Basic $0.67 $0.73 $0.75 $0.77 $2.92
Diluted $0.63 $0.70 $0.71 $0.74 $2.78
Average common shares outstanding 19,449 19,714 20,289 21,983 20,359
Average potential common share-options 1,115 973 983 861 988
Average shares and shares equivalents 20,564 20,687 21,272 22,844 21,348
Selected Financial Ratios:
Return on average assets (ROA) 1.74% 1.95% 1.93% 1.99% 1.91%
Return on average equity (RDE) 30.34% 41.28% 36.35% 3233%  34.64%
Efficiency ratio 55.09% 47.80% 48.53% 47.70%  49.63%
Expense ratio 0.88% 0.89% 0.85% 0.79% 0.85%
Interest rate spread 2.56% 2.85% 2.68% 2.48% 2.64%
FISCAL 2003
Interest income 337,714 $37,851 $39,121 $37,060 $151,746
Interest expense 19,548 19,414 19,420 18,953 71,335
Net interest income 18,166 18,437 19,701 18,107 74411
Provision for loan losses 840 1,100 850 1,400 4190
Net interest income after provision for loan losses 17,326 17,331 18,851 16,707 7021
Non-interestincome 1,567 8,592 8,622 14,258 39,039
Non-interest expenses (12,836) (12,471) (13,270) {14,579) {53,656}
income before taxes 12,057 13,458 13,703 16,386 55,604
Income tax expense {483) {943) {697) {2,181} {4,284}
Net income 11,5714 12,515 13,006 14,225 51,320
Less: Dividends on preferred stock (597} {597) {597) {596) (2,387)
Net income available to common shareholders $10,977 $11,918 $12,409 $13629  $48,933
Per share data (1):
Basic - $0.58 $0.62 $0.65 $0.71 $2.56
Diluted ) $0.54 $0.59 $0.61 $0.67 $2.41
Average common shares outstanding 18,944 19,095 19,141 19,313 19,136
Average potential common share-options 1,227 1,178 1,214 1,181 1,200
Average shares and shares equivalents 20,171 20,273 20,355 20,494 20,336
Selected Financial Ratios:
Return on average assets (ROA) 1.84% 1.87% 1.82% 1.99% 1.88%
Return on average equity (ROE) 31.10% 31.25% 30.45% 32.06%  31.33%
Efficiency ratio 52.47% 48.76% 51.54% 55.22% 51.35%
Expense ratio 1.14% 0.82% 1.03% 0.99% 0.99%
Interest rate spread 3.08% 2.97% 2.93% 2.65% 2.91%

(1) Per share information were adjusted to give retroactive effect to the stock dividends declared on the Group's common stock,
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Report of Independent Registered Public Accounting Firm

Deloitte
&Touche

To the Board of Directors and Stockholders of
Qriental Financial Group Inc.
San Juan, Puerto Rico

We have audited the accompanying consolidated statements of financial condition of Oriental Financial Group Inc. and its subsidiaries (the
“Group”] as of June 30, 2004 and 2003, and the related consolidated statements of income, changes in stockholders’ equity, comprehensive income,
and cash flows for each of the three years in the period ended June 30, 2004. These financial statements are the responsibility of the Group’s man-
agement. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinien.

In our epinion, such consolidated financial statements present fairly, in all material respects, the financial position of Oriental Financial Group Inc.
and its subsidiaries as of June 30, 2004 and 2003 and the results of their operations and their cash flows for each of the three years in the period
ended June 30, 2004 in conformity with accounting principles generally accepted in the United States of America.

Leleitse % Lacelic 20/

San Juan, Puerto Rico
September 3, 2004

Stamp No. 2005030
affixed to original.

Deloitte
Touche
Tohmatsu
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l ERNSOUDR/AED STRENETS OF FARAMEAL GONMDRIDN ®uncl30%20010Yu net30%2003]
JUNE 30, 2004 AND 2003
{In thousands, except share data)
ASSETS:
Cash and due from banks $ 9284 $ 15945
Investments:
Maoney market investments 2,200 187
Time deposits with other banks 5,547 365
Short term investments 1,741 1,152
Trading securities, at fair value with amortized cost of $561 {(June 30, 2003 - $338) 574 1037
Investment securities available-for-sale, at fair value with amortized cost of $1,533,145
(June 30, 2003 - $2,162,480):
Securities pledged that can be repledged 986,165 1,446,385
Other investment securities 541,242 761,219
Total investment securities available-for-sale 1,527,407 2,207,604
Investment securities held-to-maturity, at amortized cost with fair value of $1,275,534
Securities pledged that can be repledged 1,002,041
Other investment securities 280,821
Total investment securities held-to-maturity 1,282,862 -
Federal Home Loan Bank (FHLB) stock, at cost 28,160 225371
Total investments 2,846,750 2,232,330
Securities sold but not yet delivered 47,312 1,894
Loans:
Mortgage loans held-for-sale, at lower of cost or market 5814 9,198
Loans receivable, net of allowance for loan losses of $7,553 {June 30, 2003 - $5,031) 737,642 719,264
Total loans, net 743,456 728,462
Accrued interest receivable 19,127 17,716
Premises and equipment, net 18,552 16,162
Deferred tax asset, net 7,337 373
Foreclosed real estate, net 888 536
Other assets 32,989 23,775
Total assets $3,725,695 $3,040,551
LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits:
Demand deposits $ 126,296 $ 132,328
Savings accounts 88,463 92,210
Certificates of deposit 809,590 819,727
Total deposits 1,024,349 1,044,265
Borrowings:
Securities sold under agreements to repurchase 1,895,865 1,400,598
Advances from FHLB 300,000 130,000
Subordinated capital notes 72,166 36,083
Term notes 15,000 15,000
Total borrowings 2,283,031 1,581,681
Securities purchased but not yet received 89,068 152,219
Accrued expenses and other liabilities 34,580 60,706
Total liahilities 3,431,028 2,838,871
Commitments and contingencies
Stockholders' equity:
Preferred stock, $1 par value; 5,000,000 shares authorized; $25 liquidation value;
1,340,000 shares of Series A and 1,380,000 shares of Series B issued and outstanding
(June 30, 2003 - 1,340,000 shares of Series A) 68,000 33,500
Common stock, $1 par value; 40,000,000 shares authorized; 22,253,084 shares issued
(June 30, 2003 - 19,684,343 shares) 22,253 19,684
Additional paid-in capital 125,206 57,236
Legal surplus 27,425 21,099
Retained earnings 101,723 106,358
Treasury stock, at cost, 246,441 shares {June 30, 2003 - 2,025,363 shares) (4,578) {35,888)
Accumulated other comprehensive loss, net of tax effect of $4,148
{June 30, 2003 - $1,566) (45,362) (309)
Total stockholders' equity 294,667 201,680
Total liabilities and stockholders' equity $3,725,695 $3,040,551

See notes to consolidated financial statements.
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ISTATEMENTSIOE 12003] 20024
YEARS ENDED JUNE 30, 2004, 2003 AND 2002
{In thousands)
Interest income:
Loans $52,130 $51,486 $ 46,055
Mortgage-backed securities 104,779 96,225 91,899
Investment securities 7,312 3,739 2,683
Short term investments 164 296 1,058
Total interest income 164,385 151,746 141,695
Interest expense:
Deposits 30,012 33,657 33,588
Securities sold under agreements to repurchase 36,018 33,834 39,683
Other borrowed funds 8,158 7,918 8,306
Subordinated capital notes 2,986 1,926 1,112
Total interest expense 771,174 71,335 82,695
Net interest income 87.21 74,411 59,000
Provision for loan losses 4,587 4,190 2117
Net interest income after provision for loan losses 82,624 70,221 56,883
Non-interest income (losses}
Commissions and fees from broker, insurance and fiduciary activities 17,617 14,472 13,848
Banking service revenues 7,165 5,968 4,611
Net gain {loss) on sale and valuation of
Mortgage banking activities 7,719 8,026 8,748
Securities available-for-sale 13,414 14,223 4,362
Derivatives activities 1 {4,061) (1,997)
Trading securities 21 571 1,149
Premises and equipment - (219) 425
Loans - - 104
Other 87 59 -
Total non-interest income, net 46,034 39,039 31,250
Non-interest expenses:
Compensation and employees' benefits 24,579 20,563 17,178
Occupancy and equipment 9,639 9,079 7,800
Advertising and business promotion 7,466 7,052 6,673
Professional and service fees 5,631 6,467 7125
Communication 1,849 1,671 1,507
Loan servicing expenses 1,853 1,775 1,497
Taxes, other than payroll and income taxes 1,754 1,556 1,722
Electronic banking charges 1,679 1,244 1,05
Printing, postage, stationery and supplies 1,121 1,038 Il
Insurance, including deposit insurance 79 736 569
Other 3,070 2,475 3,049
Total non-interest expenses 59,432 53,656 48,962
Income before income taxes 69,226 55,604 39171
Income tax expense (5,577) (4,284) (720
Net income 63,649 51,320 38,451
Less: Dividends on preferred stock {4,198) (2,387) (2,387)
Net income available to common shareholders $ 59,451 $48,933 $ 36,064
Income per common share
Basic § 292 $ 256 $§ 191
Diluted $ 2718 $ 24 $ 1.8
Average common shares outstanding 20,359 19,136 18,853
Average potential common share-options 989 1,200 950
21,348 20,336 19,803
Cash dividends per share of common stock $ 056 $ 049 $ 0.42

See notes to consolidated financial statements.
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STATEMENTSIOECHANGESIIN 12004} R003] 2002
YEARS ENDED JUNE 30, 2004, 2003 AND 2002
{In thousands)
CHANGES IN STOCKHOLDERS' EQUITY:
Preferred stock:
Balance at beginning of period $ 33,500 $ 33,500 $ 33,500
Issuance of preferred stock 34,500 - -
Balance at end of period 68,000 33,500 33,500
Common stock:
Balance at beginning of period 19,684 15,300 13,885
Issuance of common stock 1,955 - -
Stock options exercised 614 520 166
Stock dividend and stock split effected in the form of a dividend - 3,864 1,249
Balance at end of period 22,253 19,684 15,300
Additional paid-in capital:
Balance at beginning of period 57,236 52,670 26,004
Issuance of common stock 52,785 - -
Stock options exercised 5,282 4,566 1,504
Stock options cancelled - - 1,054
Stock dividend 14,526 - 24,108
Common stock issuance costs {3,180} - -
Preferred stock issuance costs (1,443) - -
Balance at end of period 125,206 57,236 52,670
Legal surplus:
Balance at beginning of period 21,099 15,997 2,118
Transfer from retained earnings 6,326 5,102 3,879
Balance at end of period 27,425 21,093 15,997
Retained earnings: .
Balance at beginning of period 106,358 75,806 76,818
Net income 63,649 51,320 38,451
Cash dividends declared on common stock {11,425) (9,415) {7,840)
Stock dividend and stock split effected in the form of a dividend (46,335) (3,864) (25,357)
Cash dividends declared on preferred stock (4,198) (2,387) (2,387)
Transfer to legal surplus {6,326) (5,102) (3,879)
Balance at end of period 101,723 106,358 75,806
Treasury stock:
Balance at beginning of period (35,888) (33,674) {30,651)
Stock purchased (499) (2,214) (3,023)
Stock dividend 31,809 - -
Balance at end of period {4,578) {35,888) {33,674)
Accumulated other comprehensive income {loss), net of deferred tax:
Balance at beginning of period (309} 6,830 (18,184)
Other comprehensive income (loss), net of tax (45,053) (7,139) 25,014
Balance at end of period {45,362) (309) 6,830
Total stockholders' equity $294,667 $201,680 $166,429
CONS QUDATEBISTATEMENTSIGHEOMBREHENSIVEIINCOME 2004 2003} 2002
YEARS ENDED JUNE 30, 2004, 2003 AND 2002
COMPREHENSIVE INCOME: 2004 2003 2002
Net income $ 63,649 $ 51,320 $ 38,451
Other comprehensive income {loss), net of tax:
Unrealized gain {loss} on securities available-for-sale arising during the period $(65,037) $ 28,691 § 43,406
Realized gains on investment securities available-for-sale included in net income (13,414) (14,223) (4,362)
Unrealized gain {loss) on derivatives designated as cash flows hedges
arising during the period 11,134 (36,318) (28,075)
Realized loss on derivatives designated as cash flow hedges included in netincome 17,744 16,141 15,551
Amount reclassified into earnings during the period related to
transition adjustment on derivative activities 372 227 751
Income tax effect related to unrealized {gain) loss on securities available-for-sale 4,148 (1,657) {2,257)
Other comprehensive income (loss) for the period (45,053) {7,139) 25,014
Comprehensive income $18,596 $44,181 $63,465

See notes to consolidated financial statements.
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CONSUUEBATED STWEIEITS OF CASH FLOWS: 12004 2003 2007
YEARS ENDED JUNE 30, 2004, 2003 AND 2002 {In thousands)
Cash flows from operating activities:

Net income $ 63649 $ 51,320 $ 38,451
Adjustments to reconcile netincome to net cash used in operating activities:

Amortization of deferred loan origination fees and costs (2,971} {2,005) (1,930}

Amortization of premiums and accretion of discounts on investment securities, net 12,535 7,086 1,870

Depreciation and amartization of premises and equipment 4,970 4,692 4,37

Deferred income tax expense (benefit) 397 76 (1,480}

Cancellation of stock aptions - - 1,054

Provision for:

Loan losses 4,587 4190 2,117
Foreclosed real estate - - 125
Loss (gain) on:
Sale of securities available-for-sale (13.414) {14,223) (4,362)
Mortgage banking activities (7,719) (8,026) (8,748)
Derivatives activities {11} 4,061 1,997
Sale of premises and equipment - 219 (425)
Sale of loans - - (104)
QOriginations of loans held-for-sale (227,964} (113,548) {183,052)
Proceeds from sale of loans held-for-sale 124,813 2,867 65,650
Net decrease (increase) in:
Trading securities 463 8,222 67,501
Accrued interest receivable (1,411} (2,018) 948
Other assets {1,761) 5,627 (115}
Netincrease (decrease) in:
Accrued interest on deposits and borrowings 2,628 (384) (1,498)
Other liabilities (1,314) 1,218 2,890
Total adjustments (106,172} (101,946) (53,191}
Net cash used in operating activities {42,523) {50,626) {14,740)
Cash flows from investing activities:

Net decrease {increase) in time deposits with other banks {6,595) (120} 29,407

Purchases of:

Investment securities available-for-sale (1,740,118) {1,912,359) (949,379}
Investment securities held-to-maturity {288,959) - -
FHLB stock (5,623) (6,493) (4,169)

Net purchases/redemption of equity options (2,425) (2,238} (7,690)

Maturities and redemptions of:

Investment securities available-for-sale 717,742 1,061,919 445,356
Investment securities held-to-maturity 34,709 - -
FHLB stock - 1,166 2121

Proceeds from sales of investment securities available-for-sale 610,566 681,234 272,012

Loan production:

Origination and purchase of laans, excluding foans held-for-sale {199,262) {324,980) (269,774)
Principal repayment of loans 180,138 168,343 144,762

Capital expenditures (7,360} (2,866) (6,472)

Proceeds from sale of:

Premises and equipment - - 679

Other real estate owned 885 - 607

Other (1,083} (1,592) -

Net cash used in investing activities (707,385} (337,986) (342,540)
Cash flows from financing activities:

Net increase {decrease) in:

Deposits (25,468) 78,391 174,499
Securities sold under agreements to repurchase 495,267 403,729 81,398
Proceeds from:

Advances and borrowing from FHLB 734,200 849,700 158,200
Exercise of stock options 5,896 5,086 1,670
Repayments cf:
Advarices and borrowing from FHLB (564,200} (1,027,900} (55,000}
Term notes - - (45,000}
Issuance of subordinated capital notes 35,043 35,000
Issuance of common stock, net 51,560 -
Issuance of preferred stock, net 33,057 - -
Common stock purchased (499} (2,214) (3,023}
Dividends paid {15,014) {11,395} (10,039}
Net cash provided by financing activities 749,842 395,397 332,705
Net change in cash and cash equivalents (66) 6,785 {19,575)
Cash and cash equivalents at beginning of year 17,097 10,312 29,887
Cash and cash equivalents at end of year $ 17,031 $ 17,097 $ 10,312
Cash and cash equivalents include:
Cash and due from banks $ 9,284 $ 15945 $ 9,280
Short term investments 7747 1,152 1,032
$ 17031 $§ 17,097 $ 10,312
Supplemental Cash Flow Disclosure and Schedule of Noncash Activities:

Interest paid 74,546 5 76416 84,117

Income taxes paid 1,894 f 88 -

Real estate foans securitized into mortgage-backed securities $ 100,202 110,843 140,464

Investment securities available-for-sale transferred to held-to-maturity $1,030,436 - -

Accrued dividend payable $3,081 2,472 2,065

Other comprehensive income (loss) for the year (45,053) {7,139) 25,014

Securities and loans sold but not yet delivered 47,312 1,894 71,750

Securities purchased but not yet received 89,068 152,219 56,185

Transfer from loans to foreclosed real estate 1,237 g 571 362

Non-cash portion of sale of premises - - 4,795

Stock dividend paid from treasury stock in 2004 and stock split effected

in the form of a dividend in 2003 and 2002 $ 46,335 $ 3864 $ 25,357

See notes to consolidated financial statements.




Oriental Financial Group Inc.

Notes to Consolidated Financial Statements

As of June 30, 2004 and 2003 and for each of the three years in the period ended June 30, 2004

1. Summary of Significant Accounting Policies

The accounting and reporting policies of Oriental Financial Group Inc. {the “Group” or “Oriental'} conform to accounting principtes generally
accepted in the United States of America (“GAAP"} and to financial services industry practices. The following is a description of the Group’s most
significant accounting policies:

Nature of Operations

Oriental is a financial holding company incorporated under the laws of the Commonwealth of Puerto Rico. It has six subsidiaries, Oriental Bank and
Trust (the “Bank”), Oriental Financial Services Corp. (“Oriental Financial Services”), Oriental Insurance, Inc., Caribbean Pension Consultants, Inc.,
Oriental Financial (PR) Statutory Trust | (the "Statutory Trust 1"} and Oriental Financial (PR) Statutory Trust Hl {the "Statutory Trust }"). Through these
subsidiaries, the Group provides a wide range of financial services such as mortgage, commercial and consumer lending, financial planning, insur-
ance sales, money management and investment brokerage services, as well as corporate and individual trust services. Note 17 to the consolidat-
ed financial statements present further information about the operations of the Group’s business segments.

The main offices for the Group and its subsidiaries are located in San Juan, Puerto Rico. The Group is subject to examination, regulation and peri-
odic reporting under the Bank Holding Company Act of 1956, as amended, which is administered by the Board of Governors of the Federal Reserve
System.

The Bank operates through twenty-three branches located throughout the island and is subject to the supervision, examination and regulation of
the Office of the Commissioner of Financial Institutions of Puerto Rico and the Federal Depasit Insurance Corporation (“FDIC”}, which insures its
deposits through the Savings Association Insurance Fund (SAIF), up to $100,000 per depositor. The Bank has a wholly-owned subsidiary, Oriental
Mortgage Corporation {“Oriental Mortgage”), which is currently not in operation, and its only assetis a cash account whose balances as of June
30, 2004 and 2003 are not significant. Oriental Mortgage does not have results of operations for the three year period ended June 30, 2004. The
Bank also operates an international banking entity ("IBE”), which is a unit of the Bank, named Q.B.T. International Bank, pursuant to the
International Banking Center Regulatory Act of Puerto Rico, as amended (the “IBE Act”). In November 2003, the Group organized a new IBE, named
Oriental International Bank Inc., as a wholly owned subsidiary of the Bank. The Group transferred as of January 1, 2004 most of the assets and lia-
bilities of 0.B.T. International Bank to the new IBE subsidiary. The IBE offers the Bank certain Puerto Rico tax advantages and its services are lim-
ited under Puerto Rico law to persons and assets located outside of Puerto Rico.

Oriental Financial Services is subject to the supervision, examination and regulation of the National Association of Securities Dealers, Inc., the
Securities and Exchange Commission (“SEC”}, and the Office of the Commissioner of Financial institutions of Puerto Rico. Oriental Insurance is
subject to the supervision, examination and regulation of the Office of the Commissioner of Insurance af Puerto Rico.

Use of Estimates in the Preparation of Financial Statements

The preparation of financial statements in conformity with GAAP requires management to make certain estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities as of the date of the consolidated financial statements
and the reported amount of revenues and expenses during the reporting period. Actual results could differ from those estimates. Material esti-
mates that are particularly susceptible to significant change in the near term relate mainly to the determination of the allowance for loan losses,
and the valuation of derivative and trading activities.

Principles of Consolidation
The accompanying consolidated financial statements include the accounts of the Group and its wholly owned subsidiaries. All significant inter-
company transactions and balances have been eliminated in consolidation.

Significant Group Concentrations of Credit Risk

Most of the Group’s business activities are with customers located in Puerto Rico. Note 3 discusses the types of securities in which the Group
invests. Note 5 discusses the types of lending the Group engages in. The Group does not have any significant concentrations with any one indus-
try or customer.

Cash Equivalents
For purposes of presentation in the consolidated statements of cash flows, the Group considers as cash equivalents all money market instruments
that are not pledged with maturities of three months or less at the date of acquisition.

Earnings per Comman Share
Basic earnings per share excludes potential dilutive common shares and is calculated by dividing net income available to common shareholders
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(netincome reduced by dividends on preferred stock) by the weighted average of outstanding common shares. Diluted earnings per share is sim-
ilar to the computation of basic earnings per share except that the weighted average of common shares is increased to include the number of addi-
tional common shares that would have been outstanding if the dilutive potential comman shares (options) had been issued, assuming that proceeds
from exercise are used to repurchase shares in the market {treasury stock method). Any stock splits and dividends are retroactively recognized in
all periods presented in the financia! statements.

Securities Purchased / Sold Under Agreements to Resell / Repurchase

The Group purchases securities under agreements to resell the same or similar securities. Amounts advanced under these agreements represent
short-term loans and are reflected as assets in the statements of financial condition. It is the Group’s policy to take possession of securities pur-
chased under resale agreements while the counterparty retains effective control over the securities. The Group monitors the market value of the
underlying securities as compared to the related receivable, including accrued interest, and requests additional collateral when deemed appro-
priate. The Group also sells securities under agreements to repurchase the same or similar securities. The Group retains effective control over the
securities sold under these agreements; accordingly, such agreements are treated as financing agreements, and the obligations to repurchase the
securities sold are reflected as liabilities. The securities underlying the financing agreements remain included in the asset accounts. The coun-
terparty to repurchase agreements generally has the right to re-pledge the securities received as collateral.

Investment Securities

Securities are classified as held-to-maturity, available-for-sale or trading. Securities for which the Group has the positive intent and ahility to hold
to maturity are classified as held-to-maturity and are carried at amortized cost. Securities that might be sold prior to maturity because of interest
rate changes, to meet liquidity needs, or to better match the repricing characteristics of funding sources are classified as available-for-sale. These
securities are reported at fair value, with unrealized gains and losses excluded from earnings and reported net of tax in other comprehensive
income.

The Group classifies as trading those securities that are acquired and held principally for the purpose of selling them in the near future. These
securities are carried at fair value with realized and unrealized changes in fair value included in earnings in the period in which the changes occur.
Interest revenue arising from trading instruments is included in the statement of income as part of interest income.

The Group's investment in the Federal Home Loan Bank (FHLB) of New York stock has no readily determinable fair value and can only be sold back
to the FHLB at cost. Therefore, the carrying value represents its fair value.

Premiums and discounts are amortized to interest income over the life of the related securities using the interest method. Net realized gains or
losses on sales of investment securities and unrealized loss valuation adjustments considered other than temporary, if any, on securities classified
as either available-for-sale or held-to-maturity are reported separately in the statement of income. The cost of securities sold is determined on the
specific identification method.

The Group evaluates its securities available-for-sale and held-to-maturity for impairment. An impairment charge in the consolidated statements of
income is recognized when the decline in the fair value of investments below their cost basis is judged to be other-than-temporary. The Group con-
siders various factors in determining whether it should recognize an impairment charge, including, but not limited to the length of time and extent
to which the fair value has been less than its cost basis, and the Group’s intent and ability to hold the investment for a period of time sufficient to
allow for any anticipated recovery in market value. For debt securities, the Group also considers, among other factors, the investees repayment
ability on its bond obligations and its cash and capital generation ability.

Financial Instruments

Derivative Financial Instruments - As part of the Group’s asset and liability management, the Group uses interest-rate contracts, which include
interest-rate exchange agreements {mainly swaps and options agreements), to hedge various exposures or to modify interest rate characteristics
of various statement of financial condition accounts.

Effective July 1, 2000, the Group adopted Statement of Financial Accounting Standards (“SFAS”) No. 133, “Accounting for Derivative Instruments
and Hedging Activities” and SFAS No. 138, “Accounting for Certain Derivative Instruments and Certain Hedging Activities” (refer to Note 10). These
statements establish accounting and reporting standards for derivative instruments, including certain derivative instruments embedded in other
contracts, and for hedging activities. The statements require that all derivative instruments be recognized as assets and liabilities at fair value. If
certain conditions are met, the derivative may qualify for hedge accounting treatment and be designated as one of the following types of hedges:
(a} hedge of the exposure to changes in the fair value of a recognized asset or liability or an unrecognized firm commitment (“fair value hedge”);
(b} a hedge of the exposure to variability of cash flows of a recognized asset, liability or forecasted transaction (“cash flow hedge”) or (c) a hedge
of foreign currency exposure (“foreign currency hedge”).

In the case of a qualifying fair value hedge, changes in the value of the derivative instruments that have been highly effective are recognized in
current period earnings along with the change in value of the designated hedged item. In the case of a qualifying cash flow hedge, changes in the
value of the derivative instruments that have been highly effective are recognized in other comprehensive income, until such time as those earn-
ings are affected by the variability of the cash flows of the underlying hedged item. In either a fair value hedge or a cash flow hedge, net earnings
may be impacted to the extent the changes in the value of the derivative instruments do not perfectly offset changes in the value of the hedged
items. If the derivative is not designated as a hedging instrument, the changes in fair value of the derivative are recorded in earnings.
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Certain contracts contain embedded derivatives. When the embedded derivative possesses economic characteristics that are not clearly and
closely related to the economic characteristics of the host contract, it should be bifurcated, carried at fair value, and designated as a trading or
non-hedging derivative instrument.

Off-Balance Sheet Instruments - In the ordinary course of business, the Group enters into off-balance sheet instruments consisting of commitments
to extend credit and commitments under credit card arrangements. Such financial instruments are recorded in the financial statements when they
are funded or related fees are incurred or received. The Group periodically evaluates the credit risks inherent in these commitments, and estab-
lishes loss allowances for such risks if and when these are deemed necessary.

Mortgage Banking Activities and Loans Held-For-Sale

From time to time, the Group sells loans to other financial institutions or securitizes conforming mortgage loans into Government National Mortgage
Association (GNMA), Fannie Mae (FNMA) and Federal Home Loan Mortgage Carporation (FHLMC) certificates using another institution as issuer.
This other institution services the mortgages included in the resulting GNMA, FNMA and FHLMC pools. These mortgages and other loans are
reported as loans held-for-sale and are stated at the lower of cost or market in the aggregate. Net unrealized losses are recognized through a val-
uation allowance by charges to income. Realized gains or losses on these loans are determined using the specific identification method.

Servicing rights on mortgage loans held by the Group are sold to another financial institution. The gain on the sale of these rights is determined by
allocating the totai cost of mortgage loans to be sold to the mortgage servicing rights and the loans {without the mortgage servicing rights), based
on their relative fair values. This gain is deferred and amortized over the expected life of the loan, unless the loans are sold at which time the
deferred gain is taken into income.

Loans and Allowance for Loan Losses

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or pay-off generally are reported at their out-
standing unpaid principal balances adjusted for charge-offs, the allowance for loan losses, and any deferred fees or costs on originated loans.
Interest income is accrued on the unpaid principal balance. Loan origination fees and costs and premiums and discounts on loans purchased are
deferred and amortized over the estimated life of the loans as an adjustment of their yield through interest income using a method that approxi-
mates the interest method.

Interest recognition is discontinued when loans are 30 days or more in arrears on principal and interest, except for well-collateralized real estate
loans for which recognition is discontinued when they become 365 days or more past due and are written down, if necessary, based on the spe-
cific evaluation of the collateral underlying the loan. Loans for which the recognition of interest income has been discontinued are designated as
non-accruing. Such loans are not reinstated to accrual status until interest is received on a current basis and other factors indicative of doubtful
collection cease to exist

The allowance for loan losses is established as losses are estimated to have occurred through a provision for loan losses charged to earnings.
Loan losses are charged against the allowance when management believes the uncollectibility of a foan balance is confirmed. Subsequent recov-
eries, if any, are credited to the allowance.

The Group follows a systematic methodology to establish and evaluate the adequacy of the alfowance for loan losses. This methodology consists
of several key elements. The allowance for loan losses is evaluated on a regular basis by management and is based upon management’s periodic
review of the collectibility of the loans in light of historical experience, the nature and volume of the loan portfolio, adverse situations that may
affect the borrower’s ability to repay, estimated value of any underlying collateral and prevailing economic conditions. This evaluation is inherent-
ly subjective, as it requires estimates that are susceptible to significant revision as more information becomes available.

Larger commercial loans that exhibit potential or observed credit weaknesses are subject to individual review and grading. Where appropriate,
allowances are allocated to individual loans based on management's estimate of the borrower’s ability to repay the loan given the availability of
collateral, other sources of cash flow and legal options available to the Group.

Included in the review of individual loans are those that are impaired, as provided in SFAS No. 114, Accounting by creditors for Impairment of a
Loan. A loan is considered impaired when, based on current information and events, it is probable that the Group will be unable to collect the
scheduled payments of principal or interest when due according to the contractual terms of the loan agreement. Impaired loans are measured
based on the present value of expected future cash flows discounted at the loan's effective interest rate, or as a practical expedient, at the observ-
able market price of the loan or the fair value of the collateral, if the loan is collateral dependent. Loans are individually evaluated for impairment,
except large groups of small balance, homogeneous loans that are collectively evaluated for impairment and for loans that are recorded at fair
value or at the lower of cost or market. The Group measures for impairment all commercial loans over $250,000. The portfolios of martgages, and
consumer loans, are considered homogeneous and are evaluated collectively for impairment.

For loans that are not individually graded, the Group uses a methodclogy that follows a loan credit risk rating process that involves dividing loans
into risk categories. The following are the credit risk categories (established by the FDIC Interagency Policy Statement of 1993): pass, special men-
tion, substandard, doubtful and loss.
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The Group, using an aged-based rating system, applies an overall allowance percentage to each loan portfolio category based on historical cred-
it losses adjusted for current conditions and trends. This delinquency-based calculation is the starting point for management's determination of
the required level of the allowance for loan losses. Other data considered in this determination includes: the overall historical loss trends (one year
and three years) and other information including underwriting standards, economic trends and unusual events such as hurricanes.

Loan loss ratios and credit risk categories, are updated quarterly and are applied in the context of GAAP and the Joint Interagency Guidance on
the importance of depository institutions having prudent, conservative, but not excessive loan loss allowances that fall within an acceptable range
of estimated losses. While management uses available information in estimating possible loan losses, future changes to the allowance may be nec-
essary based on factors beyond the Group’s control, such as factors affecting general economic conditions.

Premises and Equipment

Premises and equipment are carried at cost less accumulated depreciation. Depreciation is provided using the straight-line method over the esti-
mated useful life of each type of asset. Amortization of leasehold improvements is computed using the straight-line method over the terms of the
leases or estimated useful lives of the improvements, whichever is shorter.

Long-lived assets and identifiable intangibles related to those assets to be held and used, except for financial instruments, and mortgage and other
servicing rights, are reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not
be recoverable. There were no impairment losses in fiscal years 2004, 2003 and 2002.

Foreclosed Real Estate

Foreclosed real estate is initially recorded at the lower of the related loan balance or its fair value at the date of foreclosure. At the time proper-
ties are acquired in full or partial satisfaction of loans, any excess of the loan balance over the estimated fair market value of the property is
charged against the allowance for loan losses. The carrying value of these properties approximates the lower of cost or fair value less estimated
cost to sell. Any excess of the carrying value over the estimated fair market value is charged to operations.

Transfers and Servicing of Financial Assets and Extinguishments of Liabilities

A transfer of financial assets is accounted for as a sale when control over the assets has been surrendered. Control over transferred assets is
deemed to be surrendered when (1) the assets have been isolated from the Group, (2) the transferee obtains the right (free of conditions that con-
strain it from taking advantage of that right) to pledge or exchange the transferred assets, and (3) the Group does not maintain effective control
overthe transferred assets through an agreement to repurchase them before maturity. As such, the Group recognizes the financial assets and serv-
icing assets it controls and the liabilities it has incurred. At the same time, it ceases to recognize financial assets when control has been surren-
dered and liabilities when they are extinguished.

Income Taxes

The Group follows an asset and liability approach to the recognition of deferred tax assets and liabilities for the expected future tax consequences
of events that have been recognized in the Group’s financial statements or tax returns. Deferred income tax assets and liabilities are determined
for differences between financial statement and tax bases of assets and liabilities that will result in taxable or deductible amounts in the future.
The computation is based on enacted laws and rates applicable to periods in which temporary differences will be recovered or settled. Valuation
allowances are established, when necessary, to reduce deferred tax assets to the amount expected to be realized.

Stock Option Plans

At June 30, 2004, the Group had four stock-based employee compensation plans, which are described more fully in Note 2. The Group accounts for
these plans under the recognition and measurement principles of APB Opinion No. 25, “Accounting for Stock Issued to Employees”, and related
interpretations. No stock-based employee compensation costis reflected in netincome, as all options granted during the three-year period ended
June 30, 2004 under these plans had an exercise price equal to the market value of the underlying comman stock on the date of grant. The follow-
ing table illustrates the effect on net income and earnings per share if the Group had applied the fair value recognition provisioans of FASB
Statement No. 123, “Accounting for Stock-Based Compensation”, to stock-based employee compensation:

Year Ended June 30,
(In thousands, except for per share data) 2004 2003 2002
Net income, as reported $63,649 $51,320 $38,451
Deduct: Total stock-based employee compensation expense
determined under fair value based method for all awards 1,394 1,417 2,368
Pro forma net income $62,255 $49,903 $36,083
Earning per share
Basic - as reported $ 292 $ 2.56 1.91
Basic - pro forma $ 285 $ 248 1.79
Diluted - as reported $ 278 $ 2.4 $ 182
Diluted - pro forma 3 2.72 $ 234 $ 1.70
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The fair value of each option granted in fiscal years 2004, 2003 and 2002 was $7.52, $5.00 and $4.30 per option, respectively, as adjusted for the stock
split. The fair value of each option granted in fiscal years 2004, 2003 and 2002 was estimated at the date of the grant using the Black-Scholes option
pricing model. The Black-Scholes option-pricing model was developed for use in estimating the fair value of traded options that have no restric-
tions and are fully transferable and negotiable in a free trading market. Black-Scholes does not consider the employment, transfer or vesting
restrictions that are inherent in the Group’s employee options. Use of an option valuation mode!, as required by GAAP, includes highly subjective
assumptions based on long-term predictions, including the expected stock price volatility and average life of each option grant. Because the
Group's employee options have characteristics significantly different from those of freely traded options, and because changes in the subjective
input assumptions can materially affect the Group’s estimate of the fair value of those options, in the Group’s opinion, the existing valuation mod-
els, including Black-Scholes, are not reliable single measures. The use of other option pricing models may result in different fair values of the
Group’s employee options.

The following assumptions were used in estimating the fair value of the options granted, after giving retroactive effect to the 25% stock split:

(1) The expected option term is 7 years.

(2) The expected weighted average volatility was 33% for options granted in fiscal 2004 (2003 — 32%, 2002 - 32%).

(3) The expected weighted average dividend yield was 2.25% for options granted in fiscal 2004 (2003 — 2.61%, 2002 - 3.11%).
() The weighted average risk-free interest rate was 3.77% for options granted in fiscal 2004 (2003 ~ 3.71%, 2002 — 5.09%).

Comprehensive Income

Comprehensive income is defined as the change in equity of a business enterprise during a period from transactions and other events and cir-
cumstances, except for those resulting from investments by owners and distributions to owners. GAAP requires that recognized revenue, expens-
es, gains and losses be included in net income. Although certain changes in assets and liabilities, such as unrealized gains and losses on avail-
able-for-sale securities and on derivative activities that qualify and are designated for cash flows hedge accounting, are reported as a separate
component of the stockholders’ equity section of the statement of financial condition, such items, along with netincome, are components of com-
prehensive income.

New Accounting Pranouncements

Interpretation No. 46 (“FIN No. 46"}, Consolidation of Variable Interest Entities, an interpretation of ARB No. 51

In January 2003, the Financial Accounting Standards Board ("FASB”) Issued FASB Interpretation No. 46, “Consolidation of Variable Interest Entities,
an interpretation of ARB No. 51.” FIN No. 46 addresses consolidation by business enterprises of variable interest entities. FIN No. 46 requires an
enterprise to consolidate a variable interest entity if that enterprise has a variable interest that will absorb a majority of the entity’s expected loss-
es if they occur, receive a majority of the entity’s expected residual returns if they occur, or both. A variable interest entity is a corporation, part-
nership, trust, or any other legal structure used for business purposes that either (a) does not issue voting interests (or other interests with similar
rights) or {b) the total equity investment at risk is not sufficient to permit the entity to finance its activities. Qualifying Special Purpose Entities are
exempt from the consolidation requirements.

The Group adopted FIN No. 46 in the second quarter of fiscal 2004. FIN No. 46 requires the Group to deconsolidate its investments in the Statutory
Trust | and the Statutory Trust Il, which were presented on a consolidated basis in previous financial statements. As a result of the adoption of FIN
No. 46, the subordinated deferrable interest debentures issued by the Group are accounted for as a liability denominated as subordinated capital
notes on the consolidated statements of financial condition. Interest on these subordinated capital notes and the amortization of related issuance
costs are accounted for as interest expense on an accrual basis. FIN No. 46 was adopted by restating previously issued financial statements which
resulted in increasing total assets and total liabilities by $1.1 million as of June 30, 2003, and did not have any effect on the Group's net income for
any period.

The trust redeemable preferred securities are treated as Tier-1 capital for reguiatory purposes. In July 2003, the Board of Governors of the Federal
Reserve System (the “"Federal Reserve Board”) issued a supervisory letter instructing bank holding companies to continue to include the trust pre-
ferred securities in their Tier 1 capital for regulatory capital purposes until notice is given to the contrary. The Federal Reserve Board intends to
review the regulatory implications of any accounting treatment changes and, if necessary or warranted, provide further appropriate guidance.

SFAS No. 149, Amendment of Statement 133 on Derivative Instruments and Hedging Activities

In April 2003, the FASB issued SFAS No. 149, “Amendment of Statement 133 on Derivative Instruments and Hedging Activities”. This Statement
amends and clarifies financial accounting and reporting for derivative instruments, including certain derivative instruments embedded in other con-
tracts (collectively referred to as derivatives) and for hedging activities under FASB Statement No. 133, “Accounting for Derivative Instruments and
Hedging Activities”. This Statement is effective for contracts entered into or modified after June 30, 2603, and for hedging relationships designat-
ed after June 30, 2003. Implementation of SFAS No. 149 did not have a significant effect on the Group’s financial condition or results of operations.

SFAS No. 150, Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity”. This
Statement establishes standards for how an issuer classifies and measures in its statement of financial condition certain financial instruments with
characteristics of both liabilities and equity. It requires that an issuer classify a financial instrument that is within its scope as a liability (or an asset
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in some circumstances) because that financial instrument embodies an obligation of the issuer. This Statement is effective for financial instruments
entered into or modified after May 31, 2003, and otherwise is effective at the beginning of the first interim period beginning after June 15, 2003,
Implementation of SFAS No. 150 did not have a significant effect on the Group’s financial condition or results of operations.

SOP No. 03-3, Accounting for Certain Loans or Debt Securities Acquired in a Transfer

In November 2003, the Accounting Standards Executive Committee issued the Statement of Position (SOP) No. 03-3, “Accounting for Certain Loans
or Debt Securities Acquired in a Transfer.” This statement addresses accounting for differences between contractual cash flows and cash flows
expected to be collected from an investor's initial investment in loans or debt securities {loans) acquired in a transfer if those differences are attrib-
utable, at least in part, to credit quality. This SOP does not apply to loans originated by the entity. This SOP prohibits “carrying over” or creation of
valuation allowances in the initial accounting of all loans acquired in a transfer that are within the scope of this SOP. The prohibition of the valua-
tion allowance carryover applies to the purchase of an individual loan, a pool of loans, a group of loans, and loans acquired in a purchase busi-
ness combination. This SOP is effective for loans acquired in fiscal years beginning after December 15, 2004. Management believes that the adop-
tion of this statement will not have a material effect on the Group’s consolidated financia! statements.

EITF 03-1, The Meaning of Other-Than-Temporary Impairment and [ts Application to Certain Investments

In March 2004, the Emerging Issues Task Force reached a consensus on Issue 03-1, The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments” (“Issue 03-1"). The Task Force reached a consensus on an other-than-temporary impairment model for debt
and equity securities accounted for under Statement of Financial Accounting Standards No. 115, Accounting for Certain Investments in Debt and
Equity Securities” and cost method investments. The basic model developed by the Task Force in evaluating whether an investment within the
scope of Issue 03-1 is other-than-temporary impaired must be applied on a security-by-security basis as follows: Step 1: Determine whether an
investment is impaired. An investment is considered impaired if its fair value is less than its cost. Step 2: Evaluate whether an impairment is other-
than-temporary. For equity securities and debt securities that can contractually be prepaid or otherwise settled in such a way that the investor
would not recover substantially all of its cost, an impairment is presumed to be other-than-temporary unless: the investor has the ability and intent
to hold the investment for a reasonable period of time sufficient for a forecasted market price recovery of the investment, and evidence indicating
that the cost of the investment is recoverable within a reasonable period of time cutweighs evidence to the contrary. For other debt securities, an
impairment is deemed other-than-temporary if: the investor does not have the ability and intent to hold the investment until a forecasted market
price recovery (may mean until maturity), or it is probable that the investor will be unable to collect all amounts due according to the contractual
terms of the debt security. Step 3: If the impairment is other-than-temporary, recognize in earnings an impairment loss equal to the difference
between the investment’s cost and its fair value. The fair value of the investment then becomes the new cost basis of the investment and cannot
be adjusted for subsequent recoveries in fair value, unless required by other authoritative literature.

EITF 03-1 is effective prospectively for all relevant current and future investments in reporting periods beginning after June 15, 2004. The imple-
mentation of EITF 03-1 is not expected to have a significant effect on the Group’s financial condition.

SAB 105, Application of Accounting Principles to Loan Commitments

On March 9, 2004, the SEC issued Staff Accounting Bulletin 105, “Application of Accounting Principles to Loan Commitments,” (SAB 105) to inform
registrants of the Staff’s view that the fair value of the recorded loan commitments should not consider the expected future cash flows related to
the associated servicing of the future loan. The provisions of SAB 105 must be applied te loan commitments accounted for as derivatives that are
entered into after March 31, 2004. The staff will not object to the application of existing accounting practices to [oan commitments accounted for
as derivatives that are entered into on or before March 31, 2004, with appropriate disclosures. The adoption of SAB 105 did not have an impact on
the Group’s financial condition or results of operations.

Reclassifications
Certain reclassifications have been made to prior years' financial statements to conform with the current year presentation,

2. Stockholders' Equity

Common Stock

On February 12, 2004, the Group filed a registration statement with the SEC for an offering of 2,565,000 shares of common stock. The registration
statement was amended on February 27, 2004. The offering consisted of 1,700,000 shares offered by the Group, and an aggregate of 865,000 shares
offered by three stockholders of the Group. The offering also included an additional 384,750 shares subject to gver-allotment options granted by
the Group and the sefling stockholders to the underwriters. The registration statement, as amended, was declared effective by the SEC on March
3, 2004.

On March 20, 2004, the underwriters exercised their options to purchase from the Group and the selling stockholders an aggregate of 384,750
shares of the Group’s common stock to cover over-allotments (255,000 of these shares were purchased from the Group and 129,750 from the three
selling stockholders of the Group). Following such exercise, the total offering was for 2,949,750 shares at a public offering price of $28.00 per share,
consisting of 1,955,000 shares offered by the Group and an aggregate of 994,750 shares by the three selling stockholders of the Group. Proceeds to
the Group from the issuance of common stock were approximately $51,560,000, net of $3,180,000 of issuance costs.
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Stock Dividend and Stock Split

On January 29, 2002, the Group declared a ten percent {10%) stock dividend on common stock held by shareholders of record as of April 1, 2002.
As a result, 1,249,125 shares of common stock were distributed on April 15, 2002. On October 28, 2002, the Group declared a twenty-five percent
{25%) stock split effected in the form of a dividend on common stock held by shareholders of record as of December 30, 2002. As a result, 3,864,800
shares of common stock were distributed on January 15, 2003. Also, on November 20, 2003, the Group declared a ten percent {10%) stock dividend
on common stock held by shareholders of record as of December 31, 2003. As a result, 1,798,722 shares of common stock were distributed on
January 15, 2004, from the Group's treasury stock account. For purposes of the computation of income per common share, cash dividend and stock
price, the stock dividend and the stock split were retroactively recognized for all periods presented in the accompanying consolidated financial
statements.

Treasury Stock

On March 26, 2003, the Group’s Board of Directors announced the authorization of a program for the repurchase of up to $9.0 miflion of its out-
standing shares of common stock. This program superseded the ongoing repurchase program established earlier. The authority granted by the
Board of Directors does not require the Group to repurchase any shares. The Group will make such repurchases from time to time in the open mar-
ket at such times and prices as market conditions shall warrant, and in compliance with the terms of applicable federal and Puerto Rico laws and
regulations. The activity of common shares held in treasury by the Group for the years ended June 30, 2004, 2003 and 2002 is set forth below.

(in thousands) 2004 2003 2002
Dollar Dollar Dollar
Shares Amount Shares Amount Shares Amount
Beginning of year 2,025 $35,888 1,534 $33,674 1,379  $30,651
Common shares repurchased 20 499 97 2,214 155 3,023
Stock split - - 394 - - -
Stock dividend (1,799} (31,809) - - - -
End of year 246 $4,578 2,025 $35,888 1534  $33,674

Stock Option Plan

The Group has four stock options plans. These plans offer key officers, directors and employees an opportunity to purchase shares of the Group's
common stock. The Group follows the intrinsic value-based method of accounting for measuring compensation expense, if any. Compensation
expense is generally recognized for any excess of the quoted market price of the Group’s stock at measurement date over the amount an employ-
ee must pay to acquire the stock.

The four stock options plans are: the 1988, 1996, 1998 and 2000 Incentive Stock Option Plans. The Compensation Committee of the Board of Directors
has sole authority and absolute discretion as to the number of stock options to be granted, their vesting rights, and the options exercise price. The
plans provide for a proportionate adjustment in the exercise price and the number of shares that can be purchased in case of a stock split, reclas-
sification of stock, and a merger or reorganization. Stock options vest upon completion of specified years of service.

In September and June 2001, the Group canceled 271,500 and 367,834, respectively, of non-vested options granted with a discount in fiscal years
1998, 1999 and 2000. No consideration was paid to the option holders at the time of cancellation. Also, no awards were granted to option holders
within the following periods:

« the period prior to the date of cancellation that is the shorter of six months or the period from the date of the grant of the canceled or
settled option; and
» the period ending six months after the date of the cancellation.

In addition, there was no oral or written agreement or implied promise by the Group to compensate the canceled option holders for any increases
in the market price of the Group’s stock after the cancellation. The options were not canceled far nanperformance ar termination of employment.
At the cancellation, the unrecognized compensation cost was recorded with a charge to income and a credit to additional paid in capital.
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The activity in outstanding options for the years ended June 30, 2004, 2003 and 2002, is set forth below:
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2004 2003 2002
Weighted Weighted Weighted
Number  Average Number Average Number Average
of Exercise of Exercise of Exercise
Options Price Options Price Options _ Price
Beginning of year 1,876,044 $11.42 2,132,630 $13.40 1,980,323 $14.16
Transactions before stock dividend:
Options granted 115,266 23.92 25,000 18.95 96,500 18.05
Options exercised (344,237) 8.89 (158,570) 8.81 (123,768} 9.57
Options forfeited (40,704) 12.93 (74,479) 8.97 (37,331)  14.06
Options cancelled - - - - (271,500  24.04
1,608,369 12.78 1,924,581 1402 1,644,224 13.10
Stock dividend effect 160,637 11.62 481,145 11.22 164,422 11.91
Transactions after stock dividend:
Options granted 77,500 26.71 15,000 20.24 375,000 20.21
Options exercised (269,701) 10.52 (361,381) 9.24 (42,670) 11.38
Options forfeited (52,668) 12.53 (183,301) 10.65 (8,346)  12.78
End of year 1,522,137 $12.55 1,876,044 $11.42 2132630 $13.40

The following table summarizes the range of exercise prices and the weighted average remaining contractual life of the options outstanding at

June 30, 2004:

Qutstanding

Exercisabie

Weighted Weighted Weighted
Number Average  Average Number Average
of Exercise Contract Life of Exercise
Range of Exercise Prices Options Price {Years) Options Price
$5.94 to $8.91 705,470 $8.17 5.8 66,447 $1.72
8.921011.88 99,913 11.25 36 86,301 11.16
11.89t0 14.85 467,516 14.27 17 80,633 14.35
14.86 to 17.82 35,063 16.52 79 1,718 15.39
17.8310 20.79 20,625 18.33 8.7 - -
20.80 10 23.76 116,050 21.75 9.1
23.77 10 26.73 64,500 26.12 9.6 -
26.74 10 29.70 13,000 29.64 97 - -
1,522,137 $12.55 6.8 235,098 $11.31
Earnings per Common Share
The calculation of earnings per common share for the fiscal years ended June 30, 2004, 2003 and 2002 follows:
June 30,
(In thousands, except per share data) 2004 2003 2002
Net Income $63,649 $51,320  $38,451
Less: Preferred stock dividend {4,198) (2,387) (2,387)
Net income available to common stackholders $59,451 $48,933  $36,064
Weighted average common shares and share equivalents:
Average comman shares outstanding 20,359 19,136 18,853
Common stock equivalents — options 989 1,200 950
Total 21,348 20,336 19,803
Earnings per common share — basic $ 292 $ 256 $ 1.9
Earnings per common share — diluted $ 278 $ 241 § 1.8

For the years ended June 30, 2004 and 2002, stock options without a dilutive effect on earnings per share not included in the calculation amount-
ed to 31,560 and 396,000, respectively. For the year ended June 30, 2003, all stock options outstanding had a dilutive effect on earnings per share.
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Legal Surplus

The Banking Act of the Commonwealth of Puerto Rico requires that a minimum of 10% of the Bank’s net income for the year be transferred to a
reserve fund until such fund {legal surplus) equals the total of paid in capital on common and preferred stock. At June 30, 2004, legal surplus
amounted to $27,425,000 (2003 - $21,099,000). The amount transferred to the legal surplus account is not available for payment of dividends to share-
holders. In addition, the Federal Reserve Board has issued a policy statement that bank holding companies should generally pay dividends only
from operating earnings of the current and preceding two years.

Preferred Stock

On May 28, 1999, the Group issued 1,340,000 shares of 7.125% Non-cumulative Monthly Income Preferred Stock, Series A, at $25 per share. The
Series A Preferred Stock has the following characteristics: (1) annual dividends of $1.78 per share, payable monthly, if declared by the Board of
Directors; missed dividends are not cumulative, (2) redeemable at the Group's option beginning on May 30, 2004, (3) no mandatory redemption or
stated maturity date and {4} liquidation value of $25 per share.

On September 30, 2003, the Group issued 1,380,000 shares of 7.0% Non-cumulative Monthly Income Preferred Stock, Series B, at $25 per share.
Proceeds from issuance of the Series B Preferred Stock, were approximately $33,057,000, net of $1,443,000 of issuance costs. The Series B
Preferred Stock has the following characteristics: {1) annual dividends of $1.75 per share, payable monthly, if declared by the Board of Directors;
missed dividends are not cumulative, {2) redeemable at the Group's option beginning on October 31, 2008, (3} no mandatory redemption or stated
maturity date, and (4) liquidation value of $25 per share.

Accumulated Other Comprehensive Income (Loss)
Accumulated other comprehensive income (loss), net of income tax, as of June 30 consisted of:

(In thousands) 2004 2003

Unrealized loss on derivatives designated as cash flow hedges ${12,527) $(41,778)

Unrealized gain {loss) on securities available-for-sale (32,835) 41,469
Total $(45,362) $(309)

Minimum Regulatory Capital Requirements

The Group {on a consolidated basis) and the Bank are subject to various regulatory capital requirements administered by the federal banking agen-
cies, Failure to meet minimum capital requirements can initiate certain mandatory and possibly additional discretionary actions by regulators that,
if undertaken, could have a direct material effect on the Group's and the Bank's financial statements. Under capital adequacy guidelines and the
regulatory framework for prompt corrective action, the Group and the Bank must meet specific capital guidelines that involve guantitative meas-
ures of their assets, liabilities and certain off-balance sheet items as calculated under regulatory accounting practices. The capital amounts and
classification are also subject to qualitative judgments by the regulators about components, risk weightings, and other factors. Prompt corrective
action provisions are not applicable to bank holding companies.

Quantitative measures established by regulation to ensure capital adequacy require the Group and the Bank to maintain minimum amounts and
ratios {set forth in the following table) of total and Tier 1 capital (as defined in the regulations) to risk-weighted assets (as defined) and of Tier 1
capital {as defined) to average assets (as defined). As of June 30, 2004 and 2003, the Group and the Bank met all capital adequacy requirements to
which they are subject.

As of June 30, 2004, the most recent notification from the Federal Deposit Insurance Corporation categorized the Bank as well capitalized under
the regulatory framework for prompt corrective action. To be categorized as well capitalized, an institution must maintain minimum total risk-based,
Tier 1 risk-based and Tier 1 leverage ratios as set forth in the following tables. There are no conditions or events since the notification that have
changed the Bank's category. The Group's and the Bank's actual capital amounts and ratios as of June 30, were as follows:
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Minimum To Be Well
Capitalized Under Prompt

Minimum Capital Corrective Action
Actual Requirement Provisions

{Dollars in thousands) Amount Ratio Amount Ratio Amount Ratio
Group Ratios

As of June 30, 2004

Total Capital to Risk-Weighted Assets $415,560 38.69% $ 85,932 8.00% N/A N/A
Tier | Risk-Based Capital to Risk-Weighted Assets $408,007 37.98% $ 42,966 4.00% N/A N/A
Tier | Capital to Average Assets $408,007 11.24% $145,209 4.00% N/A N/A
As of June 30, 2003

Total Capital to Risk-Weighted Assets $240,010 25.00% $ 76,800 8.00% N/A N/A
Tier | Risk-Based Capital to Risk-Weighted Assets $234,979 24.48% $ 38,400 4.00% N/A N/A
Tier | Capital to Average Assets $234,979 8.19% $114,720 4.00% N/A N/A
Bank Ratios

As of June 30, 2004

Total Capital to Risk-Weighted Assets $234,118 23.74% $ 78,831 8.00% $ 86,670 10.00%
Tier | Risk-Based Capital to Risk-Weighted Assets $226,565 22.98% $ 39,445 400%  $ 52,002 6.00%
Tier | Capital to Average Assets $226,565 6.50% $139,349 4.00% $144,574 5.00%
As of June 30, 2003

Total Capital to Risk-Weighted Assets $191,340 22.08% $ 69,336 8006% $ 86,670 10.60%
Tier | Risk-Based to Risk-Weighted Assets $186,309 21.50% $ 34,668 4.00% $ 52,002 6.00%
Tier | Capital to Average Assets $186,309 6.44% $115,659 4.00%  $144574 5.00%

The Group’s ability to pay dividends to its stockholders and other activities can be restricted if its capital falls below levels established by the
Federal Reserve Board's guidelines. In addition, any bank holding company whose capital falls below levels specified in the guidelines can be
required to implement a plan to increase capital.

On July 2, 2003, the Federal Reserve Board issued a supervisary letter SR 03-13 instructing bank holding companies to continue to include trust pre-
ferred securities in their Tier 1 capital for regulatory capital purposes until notice is given to the contrary. The Federal Reserve Board intends to
review the regulatory implications of any accounting treatment changes and, if necessary or warranted, provide further appropriate guidance.

3. Investments

Investment Securities
The amortized cost, gross unrealized gains and losses, fair value, and average weighted yield of the securities owned by the Group at June 30, 2004
and 2003, were as follows:

June 30, 2004 (In thousands) Gross Gross Weighted
Amortized Unrealized Unrealized Fair Average
Cost Gains Losses Value Yield
Available-for-sale
US Treasury securities $ 208,485 $ 406 $ 1914 $ 206,977 3.43%
Puerto Rico Government and agency obligations 51,990 1,418 197 53,211 5.79%
Other debt securities 19,350 1,286 - 20,636 6.83%
Total investment securities 279,825 3110 2,11 280,824
FNMA and FHLMC certificates 936,710 3,330 6,736 933,304 4.39%
GNMA certificates 88,409 247 2,059 86,597 3.82%
Collateralized martgage obligations (CMOs) 228,201 976 2,495 226,682 5.09%
Total mortgage-backed-securities 1,253,320 4,553 11,290 1,246,583
Total securities available-for-sale $1,633,145 $7,663 $13,401 $1,527.407 4.33%
Held-to-maturity
Puerto Rica Government and agency gbligations 62,097 - 1437 60,660 5.33%
Total investment securities 62,097 - 1,437 60,660
FNMA and FHLMC certificates 897,119 725 5,406 892,438 5.07%
GNMA gertificates 323,646 483 1,693 322,436 5.10%
Total mortgage-backed-securities 1,220,765 1,208 7,099 1,214,874
Total securities held-to-maturity 1,282,862 1,208 8,536 1,275,534 5.09%

Total $2,815,007 58:871 $21,937 $2,802,941 4.74%
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June 30, 2003 (In thousands) : Gross Gross Weighted
Amortized Unrealized Unrealized Fair Average
Cost Gains Losses Value Yield
Available-for-Sale
US Treasury securities $ 54444 $ 172 $ 803 $ 53813 3.43%
Puerto Rico Government and agency obligations 46,914 3,195 32 50,077 5.95%
Other debt securities 9,368 1,434 - 10,802 9.04%
Total investment securities 110,726 4,801 835 114,692
FNMA and FHLMC certificates 1,638,567 29,061 1,673 1,665,955 4.59%
GNMA certificates 206,013 5,318 110 211,221 478%
Collateralized mortgage obligations (CMOs) 207,174 8,876 314 215,736 5.68%
Total mortgage-backed securities 2,051,754 43,255 2,097 2,092,912
Total securities available-for-sale $2,162,480 $48,056 $2,932 $2,207,604 4.73%

The next table shows the amortized cost and fair value of the Group's investment securities at June 30, 2004, by contractual maturity. Maturities for
mortgage-backed securities are based upon conceptual terms assuming no prepayments in the next table. Expected maturities off investments
securities might differ from contractual maturities because they may be subject to prepayment and/or call options.

(In thousands) Available-for-sale Held-to-maturity
Amaortized Cost  Fair Value Amortized Cost  Fair Value
Investment Securities

Due within one year $ 4706 $ 4722 $ - 8 -
Due after 1to 5 years 214,556 214,199 - -
Due after 5to 10 year 16,775 16,222 - -
Due after 10 years 43,788 45,681 62,097 60,660
274,825 280,824 62,097 60,660

Mortgage-backed securities
Due after 1to 5 years 400 426 - -
Due after 5to 10 year 15,733 15912 - -
Due after 10 years 1,237,187 1,230,245 1,220,765 1,214,874
$1,253,320 $1,246,583 $1.220,765  $1,214,874
$1,533,145 $1,527,407 $1,282,862  $1,275,534

Proceeds from the sale of investment securities available-for-sale, including those sold but not yet collected, during fiscal 2004 totaled $797,925,000
{2003 - $611,378,000; 2002 - $329,654,000). Gross realized gains and losses on those sales during fiscal 2004 were $17,301,000 and $3,887,000 respec-
tively (2003 - $16,794,000 and $2,571,000, respectively; 2002 - $5,480,000 and $1,118,000, respectively).

During the quarters ended September 30, 2003 and March 31, 2004, the Group’s management reclassified, at fair value, $856,037,000 and
$174,399,000, respectively, of its available-for-sale investment portfolio to the held-to-maturity investment category as management now intends to
hold these securities to maturity. The unrealized loss on those securities transferred to held-to-maturity category amounted to $23.6 million at June
30, 2004, and is included as part of the accumulated other comprehensive loss in the consolidated statement of financial condition. This unrealized
loss is amortized over the remaining life of the securities as a yield adjustment.
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The following table shows the Group’s gross unrealized losses and fair value of investment securities available-for-sale and held-to-maturity,
aggregated by investment category and length of time that individual securities have been in a continuous unrealized loss position, at June 30, 2004

Available for Sale Less than 12 months

(In thousands) Amortized Unrealized Market
Cost Loss Value

US Treasury securities $75,161 $(1,061) $74,100
Puerto Rico Government and agency obligations 6,201 {172) 6,029
Mortgage-backed-securities 873,833 (11,290} 862,543
$955,195 $(12,523) $942,672

12 months or more

Amortized Unrealized Market

Cost Loss Value

US Treasury securities $10,218 $(854) $9,364
Puerto Rico Government and agency obligations 2,524 (24) 2,500
$12,742 $(878) $11,864

Total

Amortized Unrealized Market

Cost Loss Value

US Treasury securities $85,379 $(1,915) $83,464
Puerto Rico Government and agency obligations 8725 (196) 8,529
Mortgage-backed-securities 873,833 (11,290} 862,543
$967,937 ${(13,401) $954,536

Held-to-maturity
{in thousands)
Total - Less than 12 months

Amortized Unrealized Market

Cost Loss Value

Puerto Rico Government and agency obligations $62,097 $(1,437) $60,660
Mortgage-backed-securities 503,862 (7,099) 496,763
$565,959 $(8,536) $557,423

Securities in an unrealized loss position at June 30, 2004 are mainly composed of mortgage-backed securities issued or backed by U.S. govern-
ment agencies. The vast majority of them are rated the equivalent of AAA by the nationally recognized statistical rating organizations. The invest-
ment portfolio is structured primarily with highly liquid securities which posses a large and efficient secondary market. Valuations are performed
on a monthly basis using a third party provider and dealer quotes. Management believes that the unrealized losses in the investment portfolio at
June 30, 2004 are mainly related to market interest rate fluctuations and not to deterioration in the creditworthiness of the issuer. The Group is a
well capitalized financial institution which has the ability to hold the investment securities with unrealized losses until maturity or until the unreal-
ized losses are recavered, and expects to continue its pattern of holding the securities until the forecasted recovery of fair value.

Trading Securities

At June 30, 2004, trading securities owned by the Group totaled $574,000 {2003 - $1.037 million). Trading securities at June 30, 2004 were comprised
of $538,000 of Puerto Rico government and agency obligations (2003 - $131,000), and $36,000 of mortgage-backed securities (2003 - $51,000). At June
30, 2004, no equity securities were classified as trading securities {2003 - $855,000).

At June 30, 2004 and 2003, the Group’s trading portfolio weighted average yield was 5.81% and 5.22%, respectively.

4. Pledged Assets

At June 30, 2004, residential mortgage loans amounting to $454,245,000 were pledged to secure advances and borrowings from the FHLB.
Investment securities with fair values totaling $1,967,530,000, $181,109,000, $16,727,000 and $16,562,000 at June 30, 2004, were pledged to secure
investment securities sold under agreements to repurchase (see Note 9), public fund deposits (see Note 8), term notes {see Note 9) and interest
rate swap agreements, respectively. Also, investment securities with fair values totaling $1,765,000 and $379,000 at June 30, 2004, were pledged to
the Federal Reserve Bank of New York and to the Puerto Rico Treasury Department {for the Oriental Bank and Trust's IBE unit}, respectively.
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5. Loans Receivable and Allowance for Loan Losses

Loans Receivable
The composition of the Group’s loan portfolio at June 30, was as follows:

{In thousands) 2004 2003
Loans secured by real estate
Residential - 1to 4 family $586,498 $584,009
Non-residential real estate loans 4,259 3,500
Home equity loans and secured personal loans 65,924 87,016
Commercial 72,018 27,175
728,699 701,700
Less: deferred loan fees, net (11,716) (13,651}

716,983  1.389,749

Other loans:

Commercial 9,828 15,756
Personal consumer loans and credit lines 18,510 20,530
Financing leases, net of unearned interest - 42

Less: deferred loan fees, net {126) (82)
28,212 36,246

Loans receivable 745,195 724,295
Allowance for loan losses (7,553) (5,031)
Loans receivable 731,642 19,264
Loans held-for-sale (residential 1 to 4 family mortgage loans) 5814 9,198

Total loans receivable, net $743,456 $728,462

In fiscal 2004, residential mortgage loans production amounted to $330,395,000 (2003-$357,027,000) and the mortgage loans sales/conversions
totalized $228,380,000 {2003-$111,336,000).

At June 30, 2004, residential mortgage loans held-for-sale amounted to $5,814,000 {2003 - $9,198,000). All residential mortgage loans griginated and
sold during fiscal 2004 were sold based on pre-established commitments or at market values. In fiscal 2004, the Group recognized gains of
$7,719,000 (2003 - $6,494,000; 2002 - $7,136,000) in these sales which are presented in the statements of income as part of the mortgage banking
activities.

At June 30, 2004, loans on which the accrual of interest has been discontinued amounted to approximately $12,424,000 (2003 - $10,350,000; 2002 -
$10,196,000). The gross interest income that would have been recorded in fiscal 2004 if non-accrual loans had performed in accordance with their
original terms amounted to approximately $577,000 (2003 - $648,000; 2002 - $724,000).

Allowance for Loan Losses '
The changes in the allowance for loan losses for the |ast three fiscal years ended June 30, were as follows

(In thousands) 2004 2003 2002
Balance at beginning of year $5,031 $3.039 $2,856
Provision for loan losses 4,587 4,190 2117
Loans charged-off (3,207) (3,095) (2,839)
Recoveries 1,142 897 905
Balance at end of year $7,553 $5,031 $3,039

As described in Note 1 under the heading “Loans and Allowance for Loan Losses”, the Group evaluates all loans, some individually and others as
homogeneous groups, for purposes of determining impairment. At June 30, 2004, the total investment in impaired commercial loans was $714,812.
The impaired commercial loans were measured based on the fair value of collateral. The Group determined an impairment allowance of $107,236
was required for such loans. The average investment in impaired commercial loans for the fiscal year ended June 30, 2004 amounted $2,100,000.
At June 30, 2003 there were no impaired loans.

Concentration of Risk
Substantially all loans in the Group are to residents in Puerto Rico; therefore, the loan portfolio is susceptible to events affecting Puerto Rico’s econ-
omy. The vast majority of the loans are well-collateralized, thus reducing the risk of potential losses.
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6. Premises and Equipment

Premises and equipment at June 30, are stated at cost less accumulated depreciation and amortization as follows:

Useful Life (In thousands)
{Years) 2004 2003
Land - $ 112 $ 1,112
Buildings and improvements 40 5,580 5,536
Leasehold improvements 5-10 7,034 6,914
Furniture and fixtures 3-17 5,006 5141
EDP and other equipment 3-7 12,154 9,377
30,886 28,080
Less: accumulated depreciation and amaortization (12,334) (11,918)

$18,552 $16,162

Depreciation and amortization of premises and equipment for the year ended June 30, 2004 totaled $4,970,000 (2003- $4,692,000; 2002- $4,371,000).
These are included in the statements of income as part of occupancy and equipment expenses.

7. Accrued Interest Receivable and other Assets

Accrued interest receivable at June 30, 2004 consists of $6,684,000 from loans (2003 - $7,501,000) and $12,443,000 from investments {2003 -
$10,215,000).

Other assets at June 30, include the following:

{In thousands) 2004 2003
Investment in equity options $16,536 $ 6,787
Deferred charges 4786 5,110
Prepaid expenses 2,507 2,368
Accounts receivable and other assets, net 4,852 4,106
investment in Statutory Trusts 2,170 1,083
Goodwill 2,021 2,008
Income tax receivable 17 2,313

$32,989 $23775

8. Deposits and Related interest

At June 30, 2004, the weighted average interest rate of the Group's deposits was 2.87% (2003 - 3.30%) considering non-interest bearing deposits of
$44,622,000 (2003 - $63,919,000). Interest expense for the last three fiscal years ended June 30, is set forth below:

{In thousands) 2004 2003 2002
Demand Deposits ’ $ 818 $ 1,054 $ 1,51
Savings deposits 1,081 1,319 1,850
Certificates of deposit 28,113 31,284 30,227

$ 30,012 $ 33,657 $ 33588

At June 30, 2004, time deposits in denominations of $100,000 or higher amounted to $359,423,000 (2003 - $329,163,000) including: (i} brokered certifi-
cates of deposit of $123,124,000 (2003 - $62,683,000) at a weighted average rate of 1.05%, (2003- 2.22%); and {ii) public fund deposits from various
local government agencies of $120,911,000 (2003 - $185,015,000) at a weighted average rate of 1.22% {2002 — 1.31%), which were collateralized with
investment securities with fair value of $181,109,000 {2003 - $206,637,000).

Scheduled maturities of certificates of deposits at June 30, 2004 are as follows:

{In thousands)
Within one year: }
Three (3) months or less $ 250,360

Qver 3 months through 1 year 302,659
553,019

Over 1 through 2 years ) 104,158
Over 2 through 3 years 84,435
Over 3 through 4 years 37,434
Over 4 through 5 years 28,963
Over 5 years : 1,581
$ 809,590
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9. Borrowings

Securities Sold under Agreements to Repurchase

At June 30, 2004, securities underlying agreements to repurchase were delivered to, and are being held by, the counterparties with whom the
repurchase agreements were transacted. The counterparties have agreed to resell to the Group the same or similar securities at the maturity of
the agreements. Securities sold under agreements to repurchase at June 30, 2004 mature as follows: within 30 days — $1,457,626,000; and between
31 to 90 days — $438,239,000.

At June 30, 2004, securities sold under agreements to repurchase (classified by counterparty) were as follows:

{In thousands) Fair Value of

Borrowing  Underlying
Balance Collateral

Lehman Brathers Inc. $ 742530 $ 754,957
Credit Suisse First Boston Corporation 351,157 410,473
Deutsche Bank AG 282,112 285,724
Citigroup Securities 264,944 284,170
Bank of America 255,122 232,206
Total $1,895,865  $1,967,530

Borrowings under repurchase agreements at June 30, were collateralized as follows:

{In thousands) 2004 2003
Fair Value of Fair Value of
Borrowing  Underlying Borrowing Underlying
Balance Collateral Balance  Collateral
BGNMA certificates $ 222,287 $ 223,076 $ 44291 § 45451
FNMA certificates 974,483 1,013,715 696,584 715,145
FHLMC 485,925 511,623 505,557 522,609
CMO 141,959 146,714 154,166 163,180
US Treasury Bonds 71,211 72,402 - -
Total $1,895,865 $1,967,530 $1,400,598  $1,446,385

At June 30, 2004, the weighted average interest rate of the Group’s repurchase agreements was 1.23% (2003 — 1.12%) and included agreements
with interest ranging from 0.90% to 1.56% {2003 — from 0.97% to 1.28%). The following summarizes significant data on securities sold under agree-
ments to repurchase for the years ended June 30, 2004 and 2003:

(In thousands) 2004 2003

Average daily aggregate balance outstanding $1,597,720  $1,158,243
Maximum amount gutstanding at any month-end $1,895,865  $1,400,598
Weighted average interest rate during the year 1.12% 1.50%
Weighted average interest rate at year end 1.23% 1.12%

Advances from the Federal Home Loan Bank
At June 30, advances from the Federal Home Loan Bank of New York (FHLB) consist of the following:

{in thousands) Fixed

Maturity Date Interest Rate 2004 2003

July-2003 2.84% $ - $ 25,000

July-2003 4.70% - 50,000

November-2003 2.90% - 5,000

March-2004 3.52% - 25,000

June-2004 3.37% - 25,000

July-2005 1.57% 50,000 -

April-2006 3.09% 25,000 -

July-2006 2.01% 50,000 -

July-2006 2.13% 50,000

August-2006 2.96% 50,000

April-2007 2.48% 25,000

August-2009 407% 50,000 -
$300,000 $130,001

Average Interest Rate 2.6% 3.83%

Advances are received from the FHLB under an agreement whereby the Group is required to maintain a minimum amount of qualifying coliateral
with a market value of at least 110% of the outstanding advances. At June 30, 2004, these advances were secured by mortgage loans amounting
to $454,245,000. Also, at June 30, 2004, the Group has an additional borrowing capacity with the FHLB of $27.6 miltion. At June 30, 2004 average
maturity of advances was 29.2 months (2003-5.0 months).
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Term Notes
At June 30, 2004, there was one term note outstanding in the amount of $15,000,000, with a floating interest rate due quarterly {2004 - 0.94%;
2003 - 1.11%), a maturity date of March 27, 2007, and secured by investment securities with fair value amounting to $16,727,000 (2003 — $16,055,000).

Subordinated Capita! Notes
Subordinated capital notes amounted to $72,166,000 and $36,083,000 at June 30, 2004 and June 30, 2003, respectively.

In October 2001 and August 2003, the Statutory Trust | and the Statutory Trust Il, respectively, wholly owned special purpose subsidiaries of the
Group, were formed for the purpose of issuing trust redeemable preferred securities. In December 2001 and September 2003, $35 million of trust
redeemable preferred securities were issued by the Statutory Trust | and by the Statutory Trust Il, respectively, as part of pooled underwriting trans-
actions. Pooled underwriting involves participating with other bank holding companies in issuing the securities through a special purpose pooling
vehicle created by the underwriters. .
The proceeds from these issuances were used by the Statutory Trust | and the Statutory Trust Il to purchase a like amount of floating rate junior
subordinated deferrable interest debentures {“subordinated capital notes”) issued by the Group. The first of these subordinated capita! notes has
a par value of $36.1 million, bear interest based on 3 months LIBOR plus 360 basis points (5.20% at June 30, 2004 and 4.72% at June 30, 2003} pro-
vided, however, that prior to December 18, 2006, this interest rate shall not exceed 12.5%, payable quarterly, and matures on December 23, 2031.
The second one, has a par value of $36.1 million, bears interest based on 3 months LIBOR plus 295 basis points {4.55% at June 30, 2004), payable
quarterly, and matures on September 17, 2033. Both subordinated capital notes may be called at par after five years. The trust redeemable pre-
ferred securities have the same maturity and call provisions as the subordinated capital notes.

In January 2003, the Financial Accounting Standards Board {"FASB"} Issued FASB Interpretation No. 46, “Consolidation of Variable Interest Entities,
an interpretation of ARB No. 51.” FIN No. 46 addresses consolidation by business enterprises of variable interest entities. FIN No. 46 requires an
enterprise to consolidate a variable interest entity if that enterprise has a variable interest that will absorb a majority of the entity's expected loss-
es if they occur, receive a majority of the entity’s expected residual returns if they occur, or bath. A variable interest entity is a corporation, part-
nership, trust, or any other legal structure used for business purposes that either (a) does not issue voting interests {or other interests with similar
rights) or (b) the total equity investment at risk is not sufficient to permit the entity to finance its activities. Qualifying Special Purpose Entities are
exempt from the consolidation requirements.

The Group adopted FIN No. 46 in the quarter ended December 31, 2003. FIN No. 46 required the Group to deconsolidate its investments in the
Statutory Trust | and the Statutory Trust |, which were presented on a consolidated basis in previous financial statements. As a result of the adop-
tion of FIN No. 46, the subardinated deferrable interest debentures issued by the Group are accounted for as a liability denominated as subordi-
nated capital notes on the consolidated statements of financial condition. Interest on these subordinated capital notes and the amortization of
related issuance costs are accounted for as interest expense on an accrual basis. FIN No. 46 was adopted by restating previously issued financial
statements which resulted in increasing total assets and total liabilities by $1.1 million as of June 30, 2003, and did not have any effect on the Group’s
netincome for any period.

The trust redeemable preferred securities are treated as Tier-1 capital for regulatory purposes. In July 2003, the Federal Reserve Board issued a
supervisory letter instructing bank holding companies to continue to include the trust preferred securities in their Tier 1 capital for regulatory cap-
ital purposes until notice is given to the contrary. The Federal Reserve Board intends to review the regulatory implications of any accounting treat-
ment changes and, if necessary or warranted, provide further appropriate guidance.

Unused Lines of Credit

The Group maintains lines of credit with two financial institutions from which funds are drawn as needed. At June 30, 2004, the Group's total avail-
able funds under these lines of credit totaled $25,000,000 (2003 - $24,400,000). At June 30, 2004 and 2003, there was no balance outstanding under
these lines of credit.

10. Derivatives Activities

The Group utilizes various derivative instruments for hedging purposes, such as asset and liability management. These transactions involve both
credit and market risk. The notional amounts are amounts on which calculations and payments are based. Notional amounts do not represent direct
credit exposures. Direct credit exposure is limited to the net difference between the calculated amounts to be received and paid, if any. The actu-
al risk of loss is the cost of replacing, at market, these contracts in the event of default by the counterparties. The Group controls the credit risk of
its derivative financia! instrument agreements through credit approvals, limits, monitoring procedures and collateral, when considered necessary.

The Group generally uses interest rate swaps and interest rate options in managing its interest rate risk exposure. The swaps were entered into
to convert shori-term borrowings into fixed rate liabilities for longer periods and provide protection against increases in short-term interest rates.
Under these swaps, the Group pays a fixed monthly or quarterly cost and receives a floating thirty or ninety-day payment based on LIBOR. Floating
rate payments received from the swap counterparties correspond to the floating rate payments made on the short-term borrowings thus resulting
in a net fixed rate cost to the Group.
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Derivative instruments are recognized as assets and liabilities at fair value. If certain conditions are met, the derivative may qualify for hedge
accounting treatment and be designated as one of the following types of hedges: {a) hedge of the exposure to changes in the fair value of a rec-
ognized asset or liability or an unrecognized firm commitment {“fair value hedge”}); (b) a hedge of the exposure to variability of cash flows of a rec-
ognized asset, liability or forecasted transaction (“cash flow hedge”) or (c) a hedge of foreign currency exposure (“foreign currency hedge”).

In the case of a qualifying fair value hedge, changes in the value of the derivative instruments that have been highly effective are recognized in
current period earnings along with the change in value of the designated hedged item. In the case of a qualifying cash flow hedge, changes in the
value of the derivative instruments that have been highly effective are recognized in other comprehensive income {loss), until such time as those
earnings are affected by the variability of the cash flows of the underlying hedged item. in either a fair value hedge or a cash flow hedge, net earn-
ings may be impacted to the extent the changes in the value of the derivative instruments do not perfectly offset changes in the value of the hedged
items. If the derivative is not designated as a hedging instrument, the changes in fair value of the derivative are recorded in earnings.

Certain contracts contain embedded derivatives. When the embedded derivative possesses economic characteristics that are not clearly and
closely related to the economic characteristics of the host contract, it should be bifurcated, carried at fair value, and designated as a trading or
non-hedging derivative instrument.

The Group’s swaps, excluding those used to manage exposure to the stock market, and caps outstanding and their terms at June 30, are set forth
in the table below:

(Dollars in thousands) 2004 2003
Swaps:
Pay fixed swaps notional amount $900,000  $650,000
Weighted average pay rate — fixed 347% 397%
Weighted average receive rate — floating 1.25% 1.24%
Maturity in months 3t0 76 110 88
Floating rate as a percent of LIBOR 100% 100%
Caps:
Cap agreements notional amount $ - § 75,000
Cap rate - 4.50%
Current 90 day LIBOR - 1.31%
Maturity in months - 10

The Group offers its customers certificates of deposit with an option tied to the performance of the Standard & Poor's 500 stock market index. At
the end of five years, the depositor receives a specified percentage of the average increase of the month-end value of the index. if the index
decreases, the depositor receives the principal without any interest. The Group uses swap and option agreements with major money center banks
and major broker-dealer companies to manage its exposure to changes in this index. Under the terms of the option agreements, the Group receives
the average increase in the month-end value of the index in exchange for a fixed premium. Under the term of the swap agreements, the Group
receives the average increase in the month-end value of the index in exchange for a quarterly fixed interest cost. The changes in fair value of the
options purchased, the swap agreements and the options embedded in the certificates of deposit are recorded in earnings.

Derivative instruments are generally negotiated over-the-counter (“OTC"} contracts. Negotiated OTC derivatives are generally entered into
between two counterparties that negotiate specific agreement terms, including the underlying instrument, amount, exercise price and maturity.

Information pertaining to the notional amounts of the Group’s derivative financial instruments as of June 30, 2004 and 2003 is as follows:

Notional Amount (in thc ds) 2004 2003
Type of Contract:
Cash Flows Hedging Activities

Interest rate swaps used to hedge securities

sold under agreement to repurchase $900,000 $650,000
Derivatives Not Designated as Hedge:

Interest rate swaps used to manage exposure to the stock market on stock indexed depaosits $ - $ 7450

Purchased options used to manage exposure to the stock market on stock indexed deposits 227,260 232,800

Embedded options on stock indexed deposits 218,884 229,574

Caps 75,000

$446,144 $544,824

75




76

Orienta! Financial Group

At June 30, 2004, the contractual maturities of interest rate swaps and caps, and equity indexed options, by fiscal year were as follows:

(In thousands) Cash Flow Equity Indexed Equity
Hedging Options and Indexed
Year Ending June 30, Swaps Swaps Purchased Options Sold Total
2005 $ 50,000 $ 51,000 $ 48,376 $ 149,378
2006 325,000 54,150 52,958 432,108
2007 375,000 58,490 55,941 489,431
2008 - 35,860 34,259 70,119
2009 - 27,760 27,350 55,110
20m 150,000 - - 150,000
$ 900,000 $221,260 $218,884 $1,346,144

During fiscal years 2004, 2003 and 2002, interest expense on interest rate swaps amounted to $17,744,000, $16,141,000, and $15,551,000,respective-
ly, which represent 23%, 21% and 19%, respectively, of the total interest expense recorded for such fiscal years. The average interest rate of the
interest rate swaps during fiscal years 2004, 2003 and 2002, were 1.11%, 1.39% and 1.56%, respectively.

During fiscal years 2004, 2003 and 2002, $11,000, {$4.0) million and {$2.0) million, respectively, of gains (losses) were charged to earnings and reflect-
ed as "Derivatives Activities” in the consolidated statements of income. Unrealized gain of $11.1 million and unrealized loss of $36.3 miflion, on
derivatives designated as cash flow hedges were included in other comprehensive income for fiscal 2004 and 2003, respectively. No ineffective-
ness was charged to earnings during fiscal year 2004 and $17,000 was credited to earnings during fiscal year 2003. No ineffectiveness was charged
ta earnings during fiscal year 2002.

At June 30, 2004 and 2003, the fair value of derivatives was recognized as either assets or fiabilities in the consolidated statements of financial con-
dition as follows: the fair value of the interest rate swaps used to manage the exposure to the stock market on stock indexed deposits represent-
ed a liability of $315,804 at June 30, 2003, no liability was recorded as of June 30, 2004; the purchased options used to manage the exposure to the
stock market on stock indexed deposits represented an other asset of $16.5 million and $6.8 million, respectively; and the options sold to customers
embedded in the certificates of deposit represented a liability of $16.2 million and $7.2 million, respectively, recorded in deposits. The fair value of
the interest rate swaps represented a liability of $13.8 million and $42.8 million, respectively, presented in accrued expenses and other liabilities.
The caps did not have carrying value as of June 30, 2004, and 2003.

11. Employee Benefits Plan

The Group has a cash or deferred arrangement profit sharing plan qualified under Section 1165/e) of the Puerto Rico Internal Revenue Code of 1994,
as amended (“the Code"), covering all full-time employees of the Group who have six months of service and are age twenty-one or older. Under
this plan, participants may contribute each year from 2% to 10% of their compensation, as defined, up to a specified amount. The Group contributes
80 cents for each dollar contributed by an employee, up to $832 per employee. The Group’s matching contribution is invested in shares of its com-
mon stock. The plan is entitled to acquire and hold qualified employer securities as part of its investment of the trust assets pursuant to ERISA
Section 407. In fiscal 2004, the Group contributed 7,195 {2003 — 6,723; 2002 - 5,637) shares of its common stock with a market value of approximately
$194,800 (2003 - $172,700; 2002 - $143,000) at the time of contribution. The Group's contribution becomes 100% vested once the employee completes
three years of service.

12. Related Party Transactions

The Bank grants loans to its directors, executive officers and to certain related individuals or organizations in the ordinary course of business.
These loans are offered at the same terms as loans to non-related parties. The activity and balance of these loans were as follows:

{In thousands) 2004 2003
Balance at the beginning of year $3,747 $2,776
New loans 85 1,716
Payments (273) {745)
Balance at the end of year $3.559 $3,747

13. income Tax

Under the Puerto Rico Internal Revenue Code of 1994, as amended (the “Puerto Rico Code”), all companies are treated as separate taxable enti-
ties and are not entitled to file consolidated returns. The Group and its subsidiaries are subject to Puerto Rico regular income tax or alternative
minimum tax (“AMT") on income earned from all sources. The AMT is payable if it exceeds regular income tax. The excess of AMT over regular
income tax paid in any one year may be used to offset regular income tax in future years, subject to certain limitations.
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The components of income tax expense (benefit) for the years ended June 30, follows:

(In thousands) 2004 2003 2002
Current income tax expense $5,180 $4,208 $2,200
Deferred income tax expenselbenefit) ) 397 76 (1,480)
Income tax expense $5,577 $4,284 $720

The Group maintained an effective tax rate lower than the statutory rate of 39% mainly due to the interest income arising from certain mortgage
loans, investments and mortgage-backed securities exempt for Puerto Rico income tax purpases, net of expenses attributable to the exempt
income. In addition, the Puerto Rico Code provides a dividend received deduction of 100%, on dividends received from wholly-owned subsidiaries
subject to income taxation in Puerto Rico. In fiscal 2004, the Group generated tax-exempt interest income of $91,838,000 (2003 - $82,618,000, 2002 -
$80,535,000). Exempt interest relates mostly to interest earned on obligations of the United States and Puerto Rico governments and certain mort-
gage-backed securities, including securities heid by the Bank's IBEs.

The reconciliation between the Puerto Rico income tax statutory rate and the effective tax rate as reparted for each of the last three fiscal years
ended June 30, follows:

(Dollars in thousands) 2004 2003 2002
Amount Rate Amount Rate Amount Rate
Statutory rate $26,998 39.0% $21,686 39.0% $15.277 39.0%

Increase (decrease) in rate resulting from:

Exempt interest income, net (23,991) -34.7% {20,923) -37.6% {14,990} -38.3%
Non deductible charges 1,378 2.0% 925 17% 331 0.8%
Tax assessment covering prior years - - 1,800 32% - -
Other items, net 1,192 1.8% 796 1.4% 102 0.3%
Income tax expense $ 5577 8.1% $ 4,284 1.7% $ 720 1.8%

In July 2003, the Group and the Puerto Rico Treasury Department settled an investigation of the Bank’s income tax returns for the years ended June
30, 1997, 1998 and 1999 for $1.8 million.

Deferred income tax reflects the net tax effect of temporary differences hetween the carrying amounts of assets and liabilities for financial report-
ing and the amounts used for income tax purposes. The components of the Group's deferred tax asset, net at June 30, were as follows:

(In thousands) 2004 2003
Allowance for loan losses $2,946 $1,962
Deferred gain on sale of servicing rights 2,473 2,773
Realized losses an capital assets - 21
Unrealized losses {gains) on derivative activities (35) 44
Deferred loan origination fees 4115 4,756
Total deferred tax assets 9,499 9,556
Unrealized gains inctuded in other comprehensive income (193} (3,728}
Deferred loan origination costs (1,969) (2,097)
Total deferred tax liabilities (2,162} (5,825)
Deferred tax asset, net $7,337 $3.731

No valuation allowance was deemed necessary as of June 30, 2004 and 2003.

The Group benefits fram favorable tax treatment under regulations relating to the activities of the Bank’s IBEs. Any change in such tax regulations,
whether by applicable requlators or as a result of [egislation subsequently enacted by the Congress of the United States or the Legislature of Puerto
Rico, could adversely affect the Group's profits and financial condition.

Puerto Rico international banking entities, or IBE’s, are currently exempt from taxation under Puerto Rico law. Recently, Puerto Rico enacted a law
amending the IBE Act. This law imposes income taxes at normal statutory rates on each IBE that operates as a unit of a bank, if the IBE’s net
income generated after December 31, 2003 exceeds 40 percent of the bank’s net income in the taxable year commenced on July 1, 2003, 30 per-
cent of the bank’s net income in the taxable year commencing on July 1, 2004, and 20 percent of the bank’s net income in the taxable year com-
mencing on July 1, 2005, and thereafter. It does not impose income taxation on an IBE that operates as a subsidiary of a bank.

The Group has an IBE that operates as a unit of the Bank. In November 2003, the Group organized a new IBE that operates as a subsidiary of the
Bank. The Group transferred as of January 1, 2004 most of the assets and liabilities of the IBE unit to the new subsidiary, to maintain the income
tax exemption of such activities. Although this transfer of IBE assets allows the Group to continue enjoying tax benefits, there cannot be any assur-
ance that the IBE Act will not be modified in the future in a manner to reduce the tax benefits available to the new IBE subsidiary.
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14. Commitments

Loan Commitments

At June 30, 2004, there were $18,382,000 (2003 - $21,748,000) of unused lines of credit provided to customers and $10,273,000 in commitments to orig-
inate loans {2003 - $5,738,000). Commitments to extend credit are agreements to lend to customers as fong as there is no violation of any condition
established in the contract. Commitments generally have fixed expiration dates and may require payment of a fee. Since the commitments may
expire unexercised, the total commitment amounts do not necessarily represent future cash requirements. The Group evaluates each customer's
credit-worthiness on a case-by-case basis. The amount of collateral obtained, if deemed necessary by the Group upon extension of credit, is based
on management's credit evaluation of the customer.

Lease Commitments

The Group has entered into various operating lease agreements for branch facilities and administrative offices. Rent expense for fiscal 2004
amounted to $2,873,000 (2003 - $2,808,000; 2002 - $2,092,000). As of June 30, 2004, future rental commitments under terms of actual leases, exclu-
sive of taxes, insurance and maintenance expenses payable by the Group, are summarized as follows:

Year Ending June 30, Minimum Rent
(In thousands)
2005 $ 1,983
2006 1,768
2007 1,681
2008 1,480
2009 1,649
Thereafter 5,786
$14,347

On July 6, 2004, the Group announced plans for its new headquarters, Oriental Group Tower, which will consolidate all carporate offices and sup-
port facilities into a building under construction at Professional Offices Park in San Juan, Puerto Rico. The Group will be the anchor tenant by leas-
ing 43,412 square feet office space in the fifth and sixth floors and with an option to lease an additional 21,706 square feet office space in the fourth
floor, at $22.63 per square feet, excluding taxes, insurance and operating expenses, which will be charged separately.

At present the Group's executive offices, the main offices of Oriental Financial Services, as well as several support facilities of the Group, are locat-
ed at two different buildings within the Professional Offices Park in San Juan, and at the Tres Rios Building located in Guaynabo, Puerto Rico. All
these facilities will be relocated to the new building. Occupancy of the new building is expected in March 2006, subject to completion of the build-
ing. The lease term will be for 10 years and will commence on the date that the premises are ready for occupancy.

15. Litigation

On August 14, 1998, as a result of a review of its accounts in connection with the admission by a former Group officer of having embezzled funds,
and manipulated bank accounts and records, the Group became aware of certain irregularities. The Group notified the appropriate regulatory
authorities and commenced an intensive investigation with the assistance of forensic accountants, fraud experts and legal counsel. The investi-
gation determined losses of $9.6 million ($5.8 net of tax) resulting from dishonest and fraudulent acts and omissions involving several former Group
employees, which were submitted to the Group's fidelity insurance policy {“Policy”) issued by Federal Insurance Company, Inc. {“FIC”). In the opin-
ion of the Group’s management, its legal counsel and experts, the losses determined by the investigation were covered by the policy. However, FIC
denied all claims for such losses. On August 11, 2000, the Group filed a lawsuit in the United States District Court for the District of Puerto Rico
against FIC, a stock insurance corporation organized under the laws of the State of Indiana, for breach of insurance contract, breach of covenant
of good faith and fair dealing and damages, seeking payment of the Group’s $3.6 million insurance claim loss and the payment of consequential
damages of no less than $13.0 million resulting from FIC's capricious, arbitrary, fraudulent and without cause denial of the Group's claim. The trial
in this case is scheduled to be held on October 4, 2004. The losses that resulted from such dishonest and fraudulent acts and omissions were
expensed in prior years.

In addition, the Group and its subsidiaries are defendants in a number of legal proceedings incidental to their business. The Group is vigorausly
contesting such claims. Based upon a review by legal counsel and the development of these matters to date, management is of the opinion that
the ultimate aggregate liability, if any, resulting from these claims will not have a material adverse effect on the Group's financial condition or results
of operations.

18. Fair Values of Financial Instruments

The reported fair values of financial instruments are based on either quoted market prices for identical or comparable instruments or estimated
based on assumptions concerning the amount and timing of estimated future cash flows and assumed discount rates reflecting varying degrees
of risk. Accordingly, the fair values may not represent the actual values of the financial instruments that could have been realized as of year-end
or that will be realized in the future.
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The fair value estimates are made at a point in time based on the type of financial instruments and related relevant market information. Quoted
market prices are used for financial instruments in which an active market exists. However, because no market exists for a portion of the Group's
financial instruments, fair value estimates are based on judgments regarding the amount and timing of estimated future cash flows, assumed dis-
count rates reflecting varying degrees of risk, and other factors. Because of the uncertainty inherent in estimating fair values, these estimates may
vary from the values that would have been used had a ready market for these financial instruments existed.

These estimates are subjective in nature and involve uncertainties and matters of significant judgment and, therefore cannot be determined with
precision. Changes in assumptions could affect these fair value estimates. The fair value estimates do not take into consideration the value of future
business and the value of assets and liabilities that are not financial instruments. Other significant tangible and intangible assets that are not con-
sidered financial instruments are the value of long-term customer relationships of the retail depasits, and premises and equipment.

The estimated fair value and carrying value of the Group's financial instruments at June 30, is as follows:

(In thousands) 2004 2003
Fair Carrying Fair Carrying
Value Value Value Value
Financial Assets:
Cash and due from banks $ 9284 $ 9284 $ 15945 § 15345
Money market investments 2,200 2,200 787 787
Time deposits with other banks 5,547 5,547 365 365
Trading securities 574 574 1,037 1,037
Investment securities available-for-sale 1,527,407 1,527,407 2,207,604 2,207,604
Investment securities held-to-maturity 1,275,534 1,282,862 - -
Federal Home Loan Bank {FHLB) stock 28,160 28,160 22,537 22,537
Securities and loans sold but yet not delivered 47,312 47,312 1,894 1,894
Total loans (including loans held-for-sale) 730,335 743,456 772,398 728,462
Equity options and caps purchased 16,536 16,536 6,787 6,787
Accrued interest receivable 19,127 19,127 17,716 17,716
Financial Liabilities:
Deposits, including accrued interest 1,035,841 1,024,349 1,023,992 1,044,265
Securities sold under agreements to repurchase 1,895,865 1,895,865 1,400,551 1,400,598
Advances from FHLB 294,658 300,000 130,233 130,000
Subordinated capital notes 72,166 72,166 36,083 36,083
Term notes 15,000 15,000 15,000 15,000
Securities purchased but not yet received 89,068 89,068 152,219 152,219
Accrued expenses and other liabilities 34,580 34,580 60,706 60,706
{In thousands) 2004 2003
Contract or Contract or
Notional Fair Notional Fair
Amount Value Amount Value
Off-Balance Sheet Items:
Liabilities:
Commitments to extend credit $ 10,273 $ {209 $ 5738 § (115)
Unused lines of credit 18,382 (368) 21,748 {435)

The following methods and assumptions were used to estimate the fair values of significant financial instruments at June 30, 2004 and 2003:

» Cash and due from banks, money market investments, time deposits with other banks, securities and loans sold but not yet delivered, accrued
interest receivable and payable, securities purchased but not yet received, accrued expenses and other liabilities have been valued at the car-
rying amounts reflected in the Consolidated Statements of Financial Condition as these are reasonable estimates of fair value given the short-
term nature of the instruments.

* The fair value of investment securities is estimated based on bid quotations from securities dealers. If a quoted market price is not available, fair
value is estimated using quoted market prices for similar securities. Investments in FHLB stock are valued at their redemption value.

* The estimated fair value far loans held-for-sale is based on secondary market prices or contractual agreements to sell. The fair value of the loan
portfolio has been estimated for loan portfolios with similar financial characteristics. Loans are segregated by type, such as commercial, real
estate mortgage and consumer. Each loan category is further segmented into fixed and adjustable interest rates and by performing and non-per-
forming categories. The fair value of performing loans is calculated by discounting contractual cash flows, adjusted for prepayment estimates, if
any, using estimated current market discount rates that reflect the credit and interest rate risk inherent in the loan. The fair value for significant
non-performing loans is based on specific evaluations of discounted expected future cash flows from the loans or its collateral using current
appraisals and market rates.

* The fair value of non-interest bearing demand deposits, savings and NOW accounts is the amount payable on demand at the reporting date. The
fair value of fixed-maturity certificates of deposit is based on the discounted value of the contractual cash flows, using estimated current market
discount rates for deposits of similar remaining maturities.
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* For short-term borrowings, the carrying amount is considered a reasonable estimate of fair value. The fair value of long-term borrowings is based
on the discounted value of the contractual cash flows, using current estimated market discount rates for borrowings with similar terms and
remaining maturities.

« The fair value of interest rate swap and interest rate option contracts was obtained from dealer quotes. This value represents the estimated
amount the Group would receive or pay to terminate the contracts, at the reporting date, taking into account current interest rates and the cur-
rent creditworthiness of the contracts counterparties.

« The fair value of commitments to extend credit is based on fees currently charged to enter into similar agreements, taking into account the
remaining terms of the agreements and the counterparties’ credit standings.

17. Segment Reporting

The Group segregates its businesses into the following major reportable segments of business: Banking, Treasury and Financial Services.
Management established the reportahle segments based on the internal reporting used to evaluate performance and to assess where to allocate
resources. Other factors such as the Group’s organization, nature of products, distribution channels and ecanomic characteristics of the products
were also considered in the determination of the reportable segments. The Group measures the performance of these reportable segments based
on pre-established goals of different financial parameters such as net income, net interest income, loan production, and fees generated.

Banking includes the Bank’s branches and mortgage banking, with traditional banking products such as deposits and mortgage, commercial and
consumer loans. The mortgage banking activities are carried out by the Bank’s mortgage banking division, whase principal activity is to originate
and purchase mortgage loans for the Group's own portfolio. From time to time, if conditions so warrant, it may sell loans to other financial institu-
tions or securitize conforming loans into GNMA, FNMA and FHLMC certificates using another institution as issuer. The other institution services
mortgages included in the resulting GNMA, FNMA, and FHLMC poals. The Group alsa sells the rights to service mortgage loans for others.

The Treasury segment encompasses all of the Group’s assets and liabilities management activities such as: purchases and sales of investment
securities, interest rate risk management and funding derivatives and borrowings.

Financial services is comprised of the Bank's trust division (Oriental Trust), the securities brokerage subsidiary (Oriental Financial Services Corp.),
the insurance agency subsidiary (Oriental Insurance, Inc.), and the pension plan administration subsidiary (Caribbean Pension Consuitants, Inc.).
The core operations of this segment are financial planning, money management and investment brokerage services, insurance sales activity, cor-
porate and individual trust services, as well as pension plan administration services.

Intersegment sales and transfers, if any, are accounted for as if the sales or transfers were to third parties, that is, at current market prices. The
accounting policies of the segments are the same as those described in the “Summary of Significant Accounting Policies” included in the Group's
annual report on Form 10-K. Following are the results of operations and the selected financial information by operating segment for the three-year
periods ended June 30:

{In thousands) Financial Total Major Consolidated

Fiscal 2004 Banking Treasury Services Segments Eliminations Total

Interest income $ 52,126 $ 112,174 $ 85 $ 164,385 3 - $ 164,385
Interest expense {17,109) (60,065) - (77,174) - {77,174)
Net interest income 35,017 52,109 85 87,211 - 87,211

Non-interest income 14,748 13,575 17,711 46,034 - 46,034
Non-interest expenses {42,524) (3,254) (13,654) (59,432) - (59,432)
Intersegment revenue 2,964 - 1,028 3,992 (3,992) -

Intersegment expense - (392) (3,600 (3,992) 3,992 -

Provision for loan losses {4,587) - - (4,587) - (4,587)
Income hefore taxes $ 5618 $ 62,038 $ 1,570 $ 69,226 $ - $§ 69226

Total assets as of June 30, $771,483 $3,096,449 $12,342 $3,880,274 $(154,579) $3,725,695

Fiscal 2003

Interest income $51,486 $100,176 $84 $151,746 $ - $ 151,746

Interest expense (20,312) {57,023) - (77,335) - (77,335}
Net interest income 31,174 43,153 84 74,411 - 74,411

Non-interest income 13,350 10,766 14,923 39,039 39,039

Non-interest expenses (41,424) (2,850) (9,382} {53,656) (53,656)
Intersegment revenue 4,888 - 276 5,164 (5,164} .

Intersegment expense (2,136) (329) (2,699) (5,164) 5,164 . -

Provision for Joan losses (4,190) - - (4,190} - (4,190}
Income before taxes $ 1,662 $ 50,740 $ 3.202 $55,604 $ - § 55604

Total assets as of June 30, $822,681 $2,423,203 $ 9,746 $3,255,630 $(215,079)  $3,040,551
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Fiscal 2002

Interest income $ 46,131 $ 95258 $ 306 $ 141,695 $ - $ 14169
Interest expense (22,286) (60,393) {16) (82,695) - (82,695)
Net interest income 23,845 34,865 290 59,000 - 59,000
Non-interest income 13,645 3,535 14,070 31,250 - 31,250
Non-interest expenses (37,701) (2,213) (9,048) (48,962) - (48,962)
Intersegment revenue 4,982 - - 4,982 (4,982) -
Intersegment expense {2,156) (449) (2,377) (4,982) 4,982 -
Provision for loan losses (2,117) - - (2,117) - (2,117)
Income before taxes $ 498 $ 35738 $ 2,935 $ 391N $ - § 3”IN
Total assets as of June 30, $743,407 $1,893,941 $ 6,613 $2,643,961 $(158,568) $2,485,393

18. Oriental Financial Group Inc. {Parent Company only) Financial Information

The principal source of income for the Group consists of dividends from the Bank. As a bank holding company subject to the regulations of the
OFederal Reserve Board, the Group must obtain approval from the Federal Reserve Board for any dividend if the total of all dividends declared by
itin any calendar year would exceed the total of its consclidated net profits for the year, as defined by the Federal Reserve Board, combined with
its retained net profits for the two preceding years. The payment of dividends by the Bank to the Group may also be affected by other regulatory
requirements and policies, such as the maintenance of certain regulatory capital levels. Cash dividends paid by the Bank to the Group amounted
to $23,000,000, $11,500,000 and $8,000,000 for the years ended June 30, 2004, 2003 and 2002, respectively.

The following condensed financial information presents the financial position of the Parent Company Gnly as of June 30, 2004 and 2003 and the
results of its operations and its cash flows for each of the three years in the period ended June 30, 2004:

(ORIENTATEINANCINISGRGURHNES

CONMYEEED STERIENTS OF FRYANEIAL POSTIEN (Pavent Gompeny Oy j2004] 2003}
{In thousands}

As of June,

ASSETS
Cash and cash equivalents $ 10,926 $ 4,556
Investment securities available-for-sale, at fair value 12,240 53,568

. Investment securities held-to-maturity, at amortized cost 11,134 -
Investment in bank subsidiary, at equity method 180,737 182,947
Investment in nonbank subsidiaries, at equity method 12,607 8,896
Due from bank subsidiary 140,602 -
Other assets 2,231 1,303
Total assets $370,477 $251,270

LIABILITIES AND STOCKHOLDERS' EQUITY

Dividend payable $ 3,081 $ 2472
Due to nonbank subsidiaries 126 61
Due to bank subsidiary - 2,005
Subordinated capital notes payable to nonbank subsidiary 72,166 36,083
Securities sold under agreements to repurchase - 7,599
Deferred tax liability, net 155 1,019
Accrued expenses and other liabilities 282 351

Total liabilities : 75,810 49,590
Stockholders' equity 294,667 201,680

Total liabilities and stockholders' equity $370,477 $251,270
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CONDEISED STTEMETS CF NEEKE AND 0F

INCOMERazenyCompanylOntyl 004 2003 2007)
Year Ended June 30,
{In thousands)
Income:
Dividends from bank subsidiary current year earnings $ 23,000 $11,500 $ 8,000
Dividends from nonbank subsidiary current year earings 143 57 -
Interest income 1,744 2,811 1,874
Investment and trading activities, net and others 1,952 278 19
Total income 26,839 14,646 9,893
Interest expense 3,005 2,008 1,113
Operating expenses 151 1,128 988
Total expenses 4516 3134 2101
— Income before income taxes 22323 11512 A
Income tax benefit {expense) - (202} 215
Income before changes in undistributed earnings of subsidiaries 22,323 11,310 8,007
Equity in undistributed earnings from:
Bank subsidiary 40,300 39,525 30,151
Nonbank subsidiaries 1,026 485 293
Net income 63,649 51,320 38,451
Other comprenhensive income (loss), net of taxes (45,053} {7,139) 25,014
Comprehensive income $ 18,596 $44,181 $63,465
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STAENEIS OF GASH FRENS Fe5 FSEAL VEARS

Enderflunel30} 2004 j2603] 2002
{In thousands)
Cash flows from operating activities:
Net income $ 63,649 $51,320 $38,451
Adjustments to reconcile net income to net cash provided by operating activities:
Equity in earnings from banking subsidiary (40,256) (39,525) (30,151)
Equity in earnings from non-banking subsidiaries {1,070) (485) (293)
Net amortization of premiums on investment securities 61 208 26
Realized gain on sale of investments (1,952) (300) -
Deferred income tax expense (benefit) - 202 (202)
Decrease (increase} in other assets (74) 99 (746)
Increase { decrease) in accrued expenses and liabilities 513 (76) -
Total adjustments {42,778) {39,877) (31.366)
Net cash provided (used) by operating activities 20,871 11,443 7,085
Tash flows fTom Investing activities:
Purchase of investment securities available for sale - {18,236) (35,705)
Redemptions and sales of investment securities available-for-sale 26,676 11,367 5,320
Redemptions and sales of investment securities held-to-maturity 4
Net increase in due from bank subsidiaries, net (140,602} - -
Acquisition of and capital contribution in non-banking subsidiary (1,083} {1,591) {1,083)
Net cash used in investing activities {115,005) {8,460) (31,468)
Cash flows from Tinancing activities:
Netincrease (decrease) in securities sold under agreements to repurchase {7,599) 7,599 -
Proceeds from exercise of stock options 5,896 5,086 1,670
Netincrease (decrease) in due to nonbank subsidiaries, net 65 52 (184)
Netincrease (decrease) in due to bank subsidiaries, net (2,005) 1,495 449
Net proceeds from issuance of preferred stock 33,057 - -
Net proceeds from issuance of common stock 51,560 - -
Net proceeds from issuance of subordinated notes payable to nonbank subsidiary 35,043 - 36,083
Purchases of treasury stocks (499) (2,214) (3,023)
Dividends paid (15,014) (11,395) (10,039)
Net cash provided by financing activities 100,504 623 24,956
Tncrease i cash and cash equivalents 5370 3,606 573
Cash and cash equivalents at beginning of year 4,556 950 377
Cash and cash equivalents at end of year $10,926 $ 4,556 $ 950
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General Information

Main Office

Carr. #1, km 15.1

Marginal San Roberto 1000
Professional Offices Park SE,
4th Floor

Rio Piedras, PR 00927
Telephone: (787) 771-6800
www.orientalonline.com

Transfer Agent and
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American Stock Transfer
& Trust Company

6201 15th Avenue
Brooklyn, NY 11219
Telephone (718) 921-8275
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Reinvestment Plan

Patrick J. Dunn

Oriental Financial Services
PO Box 195119,

San Juan, PR 00919
Telephone: (787) 474-1993
Facsimile: (787) 474-1997

* E-mail: pdunn@orientalfg.com

independent Certified
Public Accountants

Deloitte & Touche LLP
Hato Rey Tower

268 Mufioz Rivera Ave.
San Juan, PR 00918-9923

Form 10-K

Annual Report on Form 10-K
filed with the SEC is available
on request from:

Oriental Financial Group
Investor Relations c/o
Anreder & Company

10 E. 40th Street Suite 1308
New YorK, NY 10016
Telephone: {212) 532-3232 or
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Facsimile: (212) 679-7999
E-mail: ofg@anreder.com

Annual Meeting

The Annual Meeting of
Stockholders will be held
October 26, 2004

at 10:00 am

Conference Room 9-A
McConnell Valdés Offices,
270 Mufioz Rivera Avenue,
9th Floor, Hato rey,

Puerto Rico
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